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The Concept of the Source of Income 


RICHARD R. DAILEY 


That there shall be levied . . . a tax of 2 percentum . . . upon the entire 
net income received . . . from all sources within the United States by every 
individual, a non-resident alien. . . . 1 


That there shall be levied . . . a tax of 2 percentum . . . upon the total 
net income received . . . from all sources within the United States by every 
corporation . .. organized, authorized, or existing under the laws of any 
foreign country... .? 


Wis enactment of the provisions quoted above from the Reve- 
nue Act of 1916, the now-familiar characterization of income as de- 
rived from ‘‘sources within the United States’’ appeared in the tax 
law for the first time.* Since that time the concept of the source of 


RicHAarD R. Dattey (B.E., Yale University, 1951; J.D., University of Michigan, 1956) 
is a member of the New York bar and an associate of Davis, Polk, Wardwell, Sunderland 
& Kiendl, New York City. 

1 Revenue Act of 1916, Sec. 1(a), 39 Svat. 756. 

2 Revenue Act of 1916, Sec. 10, 39 Stat. 764. 

3 Prior statutes had taken a different approach in attempting to define the extent to 
which non-resident aliens and foreign corporations should be subject to tax in this coun- 
try. Section 38 of the Revenue Act of 1909, 36 Star. 112, imposed an excise tax on foreign 
corporations measured by ‘‘the amount of net income over and above five thousand dollars 
received ... from business transacted and capital invested within the United States. ...’’ 
See Flint v. Stone Tracy Co., 220 U.S. 107 (1911). The Revenue Act of 1913, See. IT, par. 
G, subd. (a)[1], 38 Srat. 172, reenacted the above tax on foreign corporations without 
substantial change (see Laurentide Co. Ltd. v. Durey, 231 Fed. 223 (N.D.N.Y. 1916)), 
and added a tax of one per cent ‘‘upon the entire net income from all property owned and 
of every business, trade, or profession carried on in the United States’’ by non-resident 
aliens (Revenue Act of 1913, Sec. II, par. A, subd. 1, 38 Sra. 166). 

The change in emphasis in the 1916 Act to the ‘‘source’’ of the income received has 
been attributed to a desire on the part of Congress to place the taxation of non-resident 
aliens and foreign corporations upon a stronger foundation than the privilege of owning 
property or conducting business in the United States. 4 PAUL AND MERTENS, FEDERAL 
INCOME TAXATION § 37.19 (1934). Perhaps a more practical factor underlying the change 
may be found in two Opinions of the Attorney General stating that interest on bonds paid 
by a citizen or resident of the United States and dividends declared by a domestic cor- 
poration were free from tax under the 1913 Act when received by a non-resident alien. 
30 Ops. ATT’y GEN. 230 (1913) ; 30 Ops. Arr’y GEN. 273 (1914). See also 30 Ops. ATT’y 
Grn. 435 (1915), affirming the prior opinions cited and tracing the taxation of interest 
and dividends received by non-resident aliens and foreign corporations from 1861 through 
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income not only has grown to become an important segment of the 
tax law; it also has assumed a significant position among those parts 
of the tax law that today are considered an element of our foreign 
policy.* 

From the point of view of the tax practitioner, questions of the 
source of various items of income arise with surprising frequency 
under the Internal Revenue Code of 1954.° The impetus given to in- 
ternational business operations in the past decade by favorable in- 
vestment climates in many foreign countries makes it likely that the 
significance of the legal doctrines relating to the source of income 
will increase in the years to come. So far as possible a concise and 
workable set of rules should be available to allow problems involv- 
ing the source of income to be settled with reasonable certainty with- 
out prolonged administrative dispute and perhaps litigation. In 
some areas there are such rules today; in others, however, there is 
little or no certainty. 

This article will review in detail the present status of the source- 
of-income rules and will suggest areas where it is felt that improve- 
ment is needed. The relevant statutory material is contained in sec- 
tions 861 through 864 of the 1954 Code. Section 861(a) sets forth 
specific items of gross income that are to be treated as having been 
derived from sources within the United States. Section 862(a) 
covers specific items of gross income from sources without the 
United States. Section 863(a) is applicable to items of gross income 
not otherwise specified. Sections 861(b), 862(b), and 863(b) are 


1913. After enactment of the Revenue Act of 1916, the Supreme Court decided that such 
interest and dividends were taxable to a non-resident alien under the 1913 Act. at least 
where the bonds and stock certificates were held by an agent in the United States under 
a power of attorney. DeGanay v. Lederer, 250 U.S. 376 (1919). 

4 See Smith, Problems in the Taxation of Foreign Income, 10 Nat’L Tax J. 38 (1957). 

5 Among the provisions of the 1954 Code under which problems involving the source of 
income may be encountered are the following: section 245 (deduction for dividends re- 
ceived from foreign corporations) ; section 306(f) (source of gain on section 306 stock) ; 
section 512 (definition of unrelated business taxable income) ; section 542(¢) (10) (excep- 
tion to the definition of personal holding company) ; section 643(a) (6) (distributable net 
income of a foreign trust) ; sections 822(e) and 832(d) (taxable income of foreign insur- 
ance companies) ; section 871 (taxation of non-resident aliens) ; section 872 (gross in- 
come of non-resident aliens) ; section 873 (deductions for non-resident aliens); section 
881 (taxation of non-resident foreign corporations) ; section 882 (taxation of resident 
foreign corporations) ; section 892 (income of foreign governments and international 
organizations) ; section 904 (limitation on use of the foreign tax credit); section 911 
(income earned by citizens abroad); section 921 (Western Hemisphere trade corpora- 
tions) ; section 931 (income from United States possessions) ; section 932 (taxation of 
citizens of United States possessions) ; section 933 (income of Puerto Rican residents) ; 
section 941 (China Trade Act corporations) ; section 1372(e) (4) (termination of election 
of small business corporations) ; sections 1441 and 1442 (withholding of tax on non- 
resident aliens and foreign corporations). 
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concerned with the source of taxable income and will be considered 
separately. Finally, section 864 provides certain definitions.® 

For purposes of discussion, sections 861(a) and 862(a) may be 
considered together, since those sections are applicable to six com- 
mon items of gross income and, with regard to those items, are ex- 
elusive.” 


Sections 861 anp 862 Irems or Gross INcoME 


INTEREST 


Subject to three exceptions mentioned below, section 861(a) (1) 
states the general rule that the following item of gross income is to 
be treated as income from sources within the United States :§ 


Interest from the United States, any Territory, any political subdivision 
of a Territory, or the District of Columbia, and interest on bonds, notes, or 
other interest-bearing obligations of residents, corporate or otherwise... . 


This quoted portion of section 861 covers two broad classes of in- 
terest: that received from certain political entities, and that re- 
ceived on certain obligations. Prior to 1934 a question arose as to 
the source of interest payments made by the Federal Government 
upon refund of over-payments of tax. At that time, only the phrase 
‘‘interest on bonds, notes, or other interest-bearing obligations of 
residents, corporate or otherwise’’ appeared in the statute, and on 
this point court decisions were divided.® To settle the question, Con- 
gress added the phrase covering interest ‘‘from the United States, 
any territory, any political subdivision of a Territory, or the Dis- 
trict of Columbia”’ as a part of the Revenue Act of 1934.'° 


6 Section 864 (1954) provides that for purposes of sections 861, 862, and 863 ‘‘the 
word ‘sale’ includes ‘exchange’; the word ‘sold’ includes ‘exchanged’; and the word 
‘produced’ includes ‘created,’ ‘fabricated,’ ‘manufactured,’ ‘extracted,’ ‘processed,’ 
‘cured,’ or ‘aged.’ ”’ 

7 The six items of gross income covered by sections 861(a) and 862(a) (1954) are 
interest, dividends, compensation for services, rentals and royalties, income from the sale 
of real property, and certain income from the sale of personal property. 

8 Section 862(a)(1) (1954) provides that all interest other than that derived from 
sources within the United States under section 861(a) (1) shall be treated as income from 
sources without the United States. 

9 The Court of Appeals for the District of Columbia held that such interest was not 
from sources within the United States. Helvering v. Stockholms Enskilda Bank, 68 F.2d 
407 (D.C. Cir. 1933). The Court of Appeals for the Second Circuit reached the opposite 
result, Helvering v. British-American Tobacco Company, Ltd., 69 F.2d 528 (2d Cir. 1934). 

10 See H.R. Rep. No. 704, 73d Cong., 2d Sess. 32 (1934); S.Rep. No. 558, 73d Cong., 
2d Sess. 38 (1934). This amendment of the statute adopted the view that had been con- 
sistently supported by the Treasury Department. G.C.M. 3845, VII-1 Cum. Buu. 178 
(1928); G.C.M. 8902, IX-2 Cum. BuLL. 222 (1930). The Senate Report, supra, stated 
that ‘‘the present law has been construed by some courts to exempt non-resident aliens and 
foreign corporations from Federal income tax on any interest paid by the United States, 
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During November of the same year the Supreme Court in the 
Stockholms Enskilda Bank case held, not without some difficulty, 
that (1) the United States was a ‘‘corporate resident”’’ of the United 
States, and (2) the statute demanding the payment of interest in 
connection with refunds of tax was an ‘‘interest-bearing obliga- 
tion.’’? * Although the Supreme Court decision duplicated on other 
grounds the area covered by the 1934 amendment, it also serves to 
preclude any argument over the curious omission of interest from a 
state or its political subdivisions in that amendment. Presumably, 
each political entity within the United States or a territory of the 
United States falls within the theory of the Stockholms Enskilda 
Bank case as a corporate resident of the United States, so that its 
interest payments are covered by section 861(a)(1) whether or not 
the obligor is expressly mentioned there.” 

As to the source of interest paid by political entities, section 861 
(a)(1) by its terms applies only when the payment in question is an 
‘‘item of gross income.’’ Section 103 excludes entirely from gross 
income interest paid on certain obligations of such entities and, to 
the extent applicable, precludes any application of section 861(a) 
(1).** The interpretation of the word ‘‘obligation’’ in section 103, 
however, is generally restricted to obligations issued pursuant to 
the exercise of the borrowing power of the issuer.’* Accordingly, 
items such as interest paid on a condemnation award are not ex- 
cluded from gross income by section 103, but are subject to the rules 
of section 861(a) (1).% ' 

Turning to the original rule and the one of general application 
(‘‘interest on bonds, notes, or other interest-bearing obligations of 
residents, corporate or otherwise’’), the basis of the rule is the 


the Territories, or the District of Columbia, on their obligations, tax refunds, or judg- 
ments. Since it is clear that Congress did not intend to exempt such income from tax, and 
the decisions so holding appear incorrect, the proposed change is made to eliminate any 
doubt as to the future.’’ 

11 Helvering v. Stockholms Enskilda Bank, 293 U.S. 84 (1934), reversing 68 F.2d 407 
(D.C. Cir. 1933). The view of the Court of Appeals for the Second Circuit was upheld. 
British-American Tobacco Company, Ltd. v. Helvering, 293 U.S. 95 (1934). 

12 In Waldorf Astor, 31 B.T.A. 1009 (1935), interest paid on a condemnation award by 
the City of New York was held to be income from sources within the United States under 
the Revenue Act of 1928 on the authority of Stockholms Enskilda Bank. The history of 
the statute illustrates that the word ‘‘from’’ in the phrase ‘‘Interest from the United 
States’’ is not used in a geographical sense and should be read to mean ‘‘ paid by.’’ See 
S.Rep. No. 558, 73d Cong., 2d Sess. 38 (1934). 

13 See I.T. 2815, XIII-2 Cum. Bu... 78 (1934). Cf. Reg. Sec. 1.103-6 (1956). 

14This point was discussed by the Supreme Court in the Stockholms Enskilda Bank 
case, note 11 supra. 

15 United States Trust Company of New York v. Anderson, 65 F.2d 575 (2d Cir. 1933), 
cert. denied, 290 U.S. 683 (1933); Waldorf Astor, note 12 supra. 
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residence of the obligor. Citizenship is irrelevant to a determination 
of the source of interest payments. Interest paid by non-resident 
United States citizens is not from sources within the United States, 
while interest paid by a resident alien (subject to a statutory excep- 
tion, noted below) is from sources within the United States. In the 
ease of corporations, every domestic corporation is considered a 
resident corporation whether or not engaged in any trade or busi- 
ness in the United States; ?° foreign corporations are residents only 
if engaged in trade or business in the United States.” 

Section 861(a)(1) seems deficient in failing to cover in specific 
terms interest payments made by partnerships, trusts, and estates.’® 
As presently drafted, the statute focuses attention on the residence 
of the partnership, trust, or estate, a matter not entirely free from 
doubt for tax purposes. 

The Internal Revenue Code recognizes a trust or estate as a tax- 
able entity for many purposes, treating them in large measure as in- 
dividuals. It seems clear that the fiduciary is the ‘‘taxpayer’’ at 
least for purposes of the payment of tax, and the Regulations pro- 
vide that the term ‘‘non-resident alien individual’’ includes ‘‘a non- 
resident alien fiduciary.’’ ® Apparently it follows that the residence 
of a trust or estate turns upon the residence of the fiduciary, corpo- 
rate or individual, determined under the rules outlined above. What 
authority there is tends to support this conclusion, at least in the 
case of inter vivos trusts.”° For estates and testamentary trusts 


16 L.0. 1069, I-1 Cum. Buu. 204 (1922). 

17 Reg. See. 1.881-1(a) (1957). In applying the rule of residence, the place where the 
obligation was created (A. C. Monk & Company, Inc., 10 T.C. 77 (1948) ), the place where 
the interest is paid (Motty Eitingon, 27 B.T.A. 1341 (1933)), and the situs of the written 
obligation (I.T. 2792, XIII-1 Cum. Buti. 85 (1934)) are irrelevant. See also I.T. 3940, 
1949-1 Cum. BULL. 113. 

18 This problem arises only where the partnership, trust, or estate is the obligor and 
should be separated from the problem of the extent to which the source of interest received 
by a partnership, trust, or estate passes through to the partners or beneficiaries. 

19 Reg. See. 1.871-2(a) (1957). 

20 Estate of A. F. T. Cooper, 9 B.T.A. 21 (1927) ; A.R.M. 37, 2 Cum. BuLL. 172 (1920) ; 
G.C.M. 11221, XI-2 Cum. Buty. 123 (1932). Where there are co-fiduciaries the residence 
of one of them may be sufficient to establish the residence of the trust. See B. W. Jones 
Trust, 46 B.T.A. 531 (1942), aff’d, 132 F.2d 914 (4th Cir. 1943). It should also be men- 
tioned that section 1493 (1954) defines a ‘‘foreign trust’’ as a trust that would not be 
taxed on the subsequent sale by it of securities transferred to it by a citizen or resident, 
or by a domestic corporation or partnership or by a resident trust. This definition was en- 
acted as part of the Revenue Act of 1932 in connection with an excise tax (now section 
1491 (1954) ) designed to prevent, among other things, the transfer of securities that had 
appreciated in value to a non-resident or foreign trust. The theory of these sections indi- 
cates that the citizenship or residence of the grantor or beneficiaries has nothing to do 
with the residence of the trust. Cf. Rev. Rul. 59-167, 1959-1 Cum. Buu. 623, and I.R.C. 
§§ 402(c) and 404(a)(4) (1954). : 
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there is authority for the proposition that the estate or testamen- 
tary trust of a non-resident alien will be a non-resident estate or 
trust, whether or not the estate is subject to administration in the 
United States and whether or not the trustee is a resident of the 
United States, but the Internal Revenue Service recently indicated 
its unwillingness to follow this rule." A sensible rule and one which 
could be easily applied would be to allow the law governing the 
operation or administration of the trust or estate to govern its resi- 
dence for purposes of determining the source of interest payments 
made by the fiduciary.** At the present time, however, there can be 
no certainty on this point. 

On the question of the ‘‘residence’’ of a partnership for purposes 
of section 861(a) (1), little authority has been found. Speaking of 
that section and its counterpart in section 862(a) (1), one commen- 
tator puts the problem as follows :** 


It is not clear under these sections that the paying partnership will be 
considered an entity for this purpose. If it is so considered, it seems likely 
that it will be treated as a resident partnership if it conducts any substan- 
tial amount of its business here, although no cases or rulings have been lo- 
cated that would shed light upon the limits of such an approach. If the part- 
nership is not considered an entity, then to the extent that any individual 
partners can be considered United States residents, it seems likely that the 
proportion of the total interest payment represented by the total propor- 


21 Rev. Rul. 57-245, 1957-1 Cum. Buu. 286; Rev. Rul. 58-232, 1958-1 Cum. BuLL. 261. 
See also I.T. 1885, II-2 Cum. Buty. 164 (1923), involving a testamentary trust, where it 
is stated that the ‘‘status of the fiduciary as‘a citizen or an alien, a resident or a non- 
resident, has nothing to do with the status of the trust. In case of a trust which is created 
as a taxable entity the tax is imposed upon the income of the trust, not of the trustee, 
although the trustee is required to pay it on behalf of the trust for which he acts. The 
status of such a trust depends upon where it was created. If it owes its existence to the 
laws of a foreign country or of a political subdivision thereof, it is to be regarded as a 
non-resident alien entity.’’ However, Rev. Rul. 60-181, May 9, 1960, modified I.T. 1885, 
indicating that the residence of the fiduciary is important in determining the residence of 
a testamentary trust. 

22 The rule suggested would avoid any change in the residence of a trust if the resi- 
dence of the grantor, fiduciary, or beneficiaries changed, and would treat a trust or estate 
as an entity similar to corporations for purposes of determining the source of interest 
payments. It might be well to provide that a trust or estate governed by foreign law 
would be considered a resident if engaged in trade or business in the United States and 
to include such a trust or estate within the exception of section 861(a)(1)(B). See pp. 
425-426 infra. Also, in the case of a grantor trust under sections 671 et seq., the residence 
of the grantor, of course, should control. See I.T. 3207, 1938-2 Cum. BuLL. 181. 

23 LITTLE, FEDERAL INCOME TAXATION OF PARTNERSHIPS § 7.2, A, 4, 138, 139 (Supp. 
1957). Reg. Sec. 301.7701-5, proposed Dec. 23, 1959, appears to adopt the entity ap- 
proach in determining the residence of a partnership: ‘‘A partnership engaged in trade 
or business within the United States is referred to in the regulations in this chapter as a 
resident partnership, and a partnership not engaged in trade or business within the 
United States, as a non-resident partnership. Whether a partnership is to be regarded as 
resident or non-resident is not determined by the nationality or residence of its members 
or by the place in which it was created or organized.’’ 
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tionate partnership interests of such partners probably will be considered 
to be from United States sources... . 


Considering the relative merits of the entity or aggregate theory 
of a partnership in this area, the entity approach should be adopted. 
This is because the problem of the source of interest paid by a part- 
nership can never arise unless we start with the proposition that we 
are dealing with an interest-bearing obligation of the partnership 
as a contracting or issuing entity. If this is so, the residence of that 
entity should control the source of the interest payments. In deter- 
mining such residence, it would seem logical to apply the same rules 
that are applicable in determining the residence of domestic and 
foreign corporations.” 

Aside from the residence of the obligor, miscellaneous problems 
arise under section 861(a) (1), for some of which there are no read- 
ily available or satisfactory answers. For instance, consider the in- 
terest payment on a note jointly executed by a resident of New York 
and his father, a non-resident alien residing in London. Does it mat- 
ter in such a case who actually makes each interest payment, or 
should all or perhaps one-half of each interest payment be treated 
as income from United States sources? The statute contemplates 
a single obligor (or at least a common residence in the case of joint 
obligors) and apparently gives no significance to the person or en- 
tity actually making the payment or to the place of payment. As 
the law stands, it is possible that such interest payments would be 
treated as from sources within the United States even though made 
by the father in London in pounds sterling.** 

A somewhat analogous situation was presented in Tonopah ¢& 
Tidewater Railroad Co., Ltd.** In that case bonds had been issued 
by Tonopah, a domestic corporation and a wholly-owned subsidiary 


24If this rule were to be adopted, domestic and resident foreign partnerships should 
also be subject to the exception of section 861(a) (1) (B). See pp. 425-426 infra. The Pro- 
posed Regulations (note 23 supra), while adopting the entity theory, do not follow the 
corporate rules in determining residence. Under these Regulations a New York partner- 
ship whose members are United States citizens could be a non-resident partnership if 
not engaged in trade or business in the United States. If the entity approach is to be 
adopted, this distinction between a corporate and partnership entity is difficult to jus- 
tify so far as the source of its interest payments is concerned. 

25 Dual residence of a single obligor creates a similar problem under section 861(a) 
(1), although here the statute seems to demand that interest be from sources within the 
United States if the obligor is resident here, no matter where else he may be resident. 
The source of such interest payments would change at the time United States residence 
was abandoned, but it is not clear that the next interest payment should be treated as 
derived from sources within the United States to the extent interest had accrued prior to 
abandonment. : 

26 39 B.T.A. 1043 (1939), rev’d on other grounds, 112 F.2d 970 (9th Cir. 1940). 
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of Borax Consolidated Ltd., a British corporation operating in Lon- 
don. Borax guaranteed the payment of principal and interest on the 
bonds and was forced to make interest payments because of the poor 
financial condition of the subsidiary. Tonopah was charged by 
Borax with the amount of such interest payments as advances. The 
issue presented was Tonopah’s liability as withholding agent on 
the interest payments made by Borax in England to non-resident 
aliens and foreign corporations. The Board of Tax Appeals treated 
that issue as depending upon the source of the interest payments.” 
The Board in the Tonopah case, in an opinion significant for its 
lack of consideration of the statute, held that the interest payments 
by Borax were from sources within the United States, stating :* 


... But the thing it paid was the interest on petitioner’s bonded debt. The 
receipt of such payment by the bonduolders from Borax under its guaranty 
was a payment of petitioner’s obligation and was income to the bondholders 
from sources within the United States. The obligation of guaranty by Borax 
was not an obligation independent of and a substitute for the obligation of 
petitioner, but the payment by Borax of such interest discharged petitioner’s 
obligation to pay it. Thereafter petitioner owed no one such interest. It had 
been paid. ... but upon the payment of such interest by Borax there arose 
an obligation on the part of petitioner to pay Borax for such advances in the 
amount of the interest obligations so discharged. In fact there could be no 
discharge of the obligation of Borax as guarantor without a discharge of 
petitioner’s obligation to pay the interest. The tax directed by the revenue 
act to be withheld is a tax liability of the bondholders upon the income de- 
rived by them as interest on the bonds. Such tax liability is not dependent 
upon payment of such interest out of earnings of petitioner, or of such pay- 
ment out of a particular fund, or upon the place of payment. It can not be 
successfully contended that the bondholders did not receive such income or 
that such income was not derived from the bonds. The income flowed from 
the bonded debt obligation. .. . The fact that Borax is a British corporation, 
with its principal office in London, England, and that it paid the interest 
from funds on deposit in England, does not establish outside of the United 
States a situs of the obligation which was discharged by the payment of the 
bond interest. That obligation was the obligation of petitioner and the guar- 
anty which Borax gave was for the fulfillment of that obligation. To the 
bondholders the moneys received by them from Borax was interest on bonds 
issued by petitioner, notwithstanding that Borax paid it under its guaranty 
to do so. Therefore the situs of the obligation that was discharged and from 
which the income flowed was at all times within the United States and the 
income received by the bondholders as interest on the bonds was income from 
sources within the United States... . 


If it is possible to draw a basic principle from the Tonopah case, 


27 The Court of Appeals treated the basic issue as being whether Tonopah had had pos- 
session or control of the interest paid and therefore found no liability for withholding tax. 
28 See Tonopah & Tidewater Railroad Co., supra note 26, at 1046; italics added. 
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it would seem to be the observation by the Board that the ‘‘obliga- 
tion of guaranty by Borax was not an obligation independent of and 
a substitute for the obligation’’ of Tonopah to pay interest. It is in- 
teresting to speculate whether a guaranty could be drafted that 
would stand up as an independent obligation and whether the Tono- 
pah ease is applicable to the example mentioned above of joint ob- 
ligors. Probably the source of payments made under a traditional 
guaranty of interest will continue to be governed by Tonopah,” but 
that does not mean that the same considerations should govern in- 
terest payments by joint obligors. In theory, the Tonopah case 
treats the payments made as if they had been advanced to the pri- 
mary obligor and paid by it as interest, the advance creating a debt 
running from obligor to guarantor. Applied to joint obligors, the 
interest payments should thus be treated as if made in proportion 
to the ultimate liability that can be asserted against the joint obli- 
gors inter se under the applicable law. Determination of the source 
of income in this manner would be practical and would fit the theory 
of the Tonopah case. 

Finally, under the general rule of section 861(a) (1), brief men- 
tion should be made of the scope of the term ‘‘interest.’’ In general, 
it has come to mean any compensation paid for the use of funds 
loaned or for the retention of money or property not voluntarily 
loaned.* As noted above, it has been held to include interest paid 
on tax refunds and condemnation awards. It also has been held to 
include such items as interest paid on judgments,® interest paid on 


29 The Tonopah case followed the position adopted by I.T. 3059, 1937-1 Cum. Butt. 111. 
In a private ruling, dated April 13, 1929, it was held that dividends (actually interest) on 
equipment trust certificates of the Canadian National Railway issued by Guaranty Trust 
Company of New York were from sources without the United States since ‘‘the obliga- 
tion to pay the principal of the certificates and the dividends thereon is that of the rail- 
way company and . . . the trustee [Guaranty Trust Company] is merely the medium of 
payment.’’ 3 P-H { 16,317 (1935). 

30 Thus, in the example posed in the text, an interest payment made by the father in 
London would be treated as income from sources without the United States if the father 
had no right to recover one-half the payment made from his son in New York. To the ex- 
tent that such a right existed under the applicable law, the payment would be treated as 
income from sources within the United States. The guarantor case, of course, presents a 
right to recover the entire payment made by the guarantor, and hence the source of the 
payment is governed entirely by the residence of the primary obligor. 

31 General rules as to what constitutes interest have developed under section 61 (1954). 
See Reg. See. 1.61-7 (1957). 

32 Comm’r v. Raphael, 133 F.2d 442 (9th Cir. 1943), cert. denied, 320 U.S. 735 (1943). 
See also G.C.M. 21968, 1940-1 Cum. BuLL. 67. Cf. Consorzio Veneziano di Armanento e 
Navigazione, 21 B.T.A. 984 (1930), and N. V. Koninklijke Hollandische Lloyd, 34 B.T.A. 
830 (1936). In I.T. 3216, 1938-2 Cum. BuLL. 183, it was held that a compromise settle- 
ment of a suit brought for failure to pay interest — in a foreign currency was in- 
come from sources within the United States. 
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insurance proceeds under a settlement option ;** and interest paid 
on an open account.** Presumably, the purchase and sale or redemp- 
tion of securities issued at a discount may give rise to ‘‘interest”’ 
income, subject to the rules of section 1232, although the general 
law in this area is not clear.* 

It is also important that the ‘‘interest’’ payment be received as 
such to come within section 861(a)(1). Where interest on the bonds 
of a domestic corporation held as collateral is received by an agent 
in the United States and is forwarded to bondholders abroad who 
accept it as a payment of principal due, the payments forwarded 
do not constitute interest.** Actual receipt, however, is not neces- 
sary, since interest may be constructively received from sources 
within the United States. Thus the interest mentioned above re- 
ceived on collateral securities by an agent in the United States and 
forwarded to foreign bondholders would result in constructive 
receipt by the debtor of interest from sources within the United 
States.*” 

To the basic rule that the residence of the obligor determines the 
source of interest payments there are three statutory exceptions. 
Two of the exceptions are not complicated and need only be men- 
tioned. Section 861(a)(1)(A) provides that ‘‘interest on deposits 
with persons carrying on the banking business paid to persons not 
engaged in business within the United States’’ is not to be treated 
as income from sources within the United States. Obviously de- 
signed to encourage the use of doméstic banking facilities by non- 
resident aliens and foreign corporations,®* this exception covers all 
general deposits ** with commercial banks and mutual savings 


83 G.C.M. 21187, 1939-1 Cum. Butt. 141. 

34 Motty Eitingon, 27 B.T.A. 1341 (1933). 

35 I.T, 3889, 1948-1 Cum. BULL. 78, states that the spread between the price paid and 
the redemption value received on Treasury bills is ‘‘interest’’ from sources within the 
United States. It is not clear, however, that this principle applies where securities issued 
at a discount are sold prior to maturity. See Lloyd v. Comm’r, 154 F.2d 643 (3d Cir. 1946), 
cert. denied, 329 U.S. 717 (1946). Where Treasury bills are sold prior to maturity, a pri- 
vate ruling, dated August 7, 1952, states that the gain realized thereby does ‘‘not affect 
gross income from sources within the United States.’’? 5 CCH ¥ 6284 (1952). See T.I.R. 
230, May 18, 1960, as to the distinction between ‘‘issue’’ and ‘‘market’’ discounts in 
determining what constitutes interest. 

86 O.D. 624, 3 Cum. Buty. 213 (1920). 

87 G.C.M. 13366, XIII-2 Cum. BuLL. 164 (1934). This situation could present difficult 
withholding tax problems. 

38 See the parallel provision of the federal estate tax in section 2105(b) (1954). Estate 
of F, Herman Gade, 10 T.C. 585 (1948); Estate of Anna F. DeHissengarthen, 10 T.C. 
1277 (1948). It seems clear that sections 861(a)(1)(A) and 2105(b) (1954) are designed 
to accomplish the same result and that authority under one is applicable to the other. 

39 Exactly what constitutes a ‘‘deposit’’ for purposes of this exception is open to ques- 























1960] CONCEPT OF SOURCE OF INCOME 425 


banks.*° Apparently this exception also applies to organizations 
other than banks, 1.e., an express company, if they are engaged in 
what amounts to a banking business.*! The second exception to the 
general rule as to the source of interest payments is found in sec- 
tion 861(a)(1)(C) which excludes from interest from sources 
within the United States ‘‘income derived by a foreign central bank 
of issue from bankers’ acceptances.’’ *” 

The final exception to the rule of residence, found in section 
861(a)(1)(B), represents a drastic departure from theory of the 
general rule. There it is stated that interest received from (i) a 
resident alien individual, (ii) a resident foreign corporation, or 
(iii) a domestic corporation will not be treated as income from 
sources within the United States if less than 20 per cent of the 
gross income of the payor has been derived from such sources for 
the three-year period ending with the close of the taxable year 


tion. The Internal Revenue Service has taken the position that the term is limited to a 
general deposit of funds that creates a debtor-creditor relationship, thus excluding custody 
or other fiduciary relationships where the funds are not mingled and are not available for 
the general use of the bank in its business. The cases, however, take a broader view of the 
term. See Estate of F. Herman Gade, note 38 supra; Estate of Forni, 47 B.T.A. 76 (1942). 
Under section 2105(b) (1954), funds in a safe deposit box have been ruled not to be ‘‘on 
deposit.’’ Rev. Rul. 55-143, 1955-1 Cum. BuLu: 465. 

40 Federal savings and loan associations and like organizations formed under state law 
are not within the exception of section 861(a)(1)(A) (1954), since the interest of the 
‘*depositors’’ is proprietary in nature and distributions of earnings are dividends rather 
than interest. Rev. Rul. 54-624, 1954-2 Cum. But. 16. 

41 Rev. Rul. 54-114, 1954-1 Cum. Butt. 204. Factors engaged in financing commercial 
transactions as a part of their general business are not engaged in the banking business, 
and loans to them do not give rise to interest on deposits. Fajardo Sugar Co. of Puerto 
Rico, 20 B.T.A. 980 (1930). The Treasurer of the United States is not engaged in the 
banking business. Rev. Rul. 56-421, 1956-2 Cum. Buu. 602. See also Samuel Rosenblum, 
Adm’r v. Anglim, 135 F.2d 512 (9th Cir. 1943). 

42 This exception was added by the Revenue Act of 1928 and was explained by the Com- 
mittee on Ways and Means as follows: ‘‘. . . Foreign banks of issue with surplus funds 
to invest must seek the most liquid short-term investments available. The present law tends 
to keep foreign funds out of our market and to force American merchants to finance their 
transactions abroad rather than through the dollar acceptance. The committee believes 
that this handicap on the free development of our dollar acceptance market should be re- 
moved. . . .’’ H.R. Rep. No. 2, 70th Cong., Ist Sess. 21 (1928). 

The Regulations (Sec. 1.861-2(a)(3) (1957)) point out that a foreign central bank 
of issue ‘‘means a bank which is by law or government sanction the principal authority, 
other than the government itself, issuing instruments intended to circulate as money. 
Such banks are generally the custodians of the banking reserves of their countries.’’ Un- 
certainty as to whether purchase of an acceptance at a discount followed by sale or pay- 
ment resulted in interest income probably accounts for the use of the word ‘‘income’’ 
rather than ‘‘interest’’ in the statute. See O.D. 1024, 2 Cum. BuLL. 189 (1920), and I.T. 
2330, VI-1 Cum. Buu. 76 (1927), holding that such income ‘‘should be regarded as hav- 
ing the same source as interest.’’ See also private ruling, dated March 12, 1952, 5 CCH 
{ 6161 (1952). . 
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preceding that of payment, or for such part of that period as may 
be applicable.** Enacted as part of the Revenue Act of 1921, this 
exception originally covered only interest paid by resident alien 
individuals and resident foreign corporations. Domestic corpora- 
tions were added by the 1924 Act, and the omission of resident citi- 
zens from the exception was evidently inadvertent. If interest paid 
by resident individuals is to be excepted from the general rule, there 
is no apparent justification for a distinction between aliens and 
citizens, especially where no such distinction exists under the gen- 
eral rule. Also, it appears that interest paid by resident estates, 
trusts, and partnerships should be specifically covered by this ex- 
ception. 

By section 861(a)(1)(B) Congress displayed its unwillingness to 
treat as income from sources within the United States interest paid 
out of gross income realized in large measure from sources without 
the United States, no matter what the residence of the obligor. The 
three-year test adopted to accomplish that result is, of course, ar- 
bitrary and will not in many cases reach the desired goal. However, 
short of an actual showing of the source of the income from which 
each interest payment is made, an almost impossible bookkeeping 
task, the three-year test seems no more arbitrary than any other 
that might be devised.** 


Divwenps 


The statutory provisions governing the source of dividends re- 
ceived from foreign and domestic corporations appear in sections 
861(a)(2) and 862(a)(2).*° Turning first to the source-of-dividend 
rules in the case of domestic corporations, dividends received from 


43 Although no direct authority on the point has been found, the statute seems to re- 
quire that the three-year test be applied to the whole period, so that failure to qualify in 
one or two of the taxable years will not necessarily destroy the applicability of the excep- 
tion. For the application of section 861(a)(1)(B) (1954) to interest paid by the Inter- 
national Bank for Reconstruction and Development, see the private ruling, dated Nov. 19, 
1947, 5 P-H § 76,161 (1948). Cf. section 861(a) (2), relating to the source of dividends. 

44 A test based upon the source of gross income realized by the obligor during the pre- 
ceding year would be easier to handle as a bookkeeping matter. However, in borderline 
cases such a test would increase the likelihood that the source of the interest payments in 
question might change from year to year. The three-year average tends to promote con- 
sistency of source, because the result does not depend on any one year that may not be 
typical of the average. Whether the experience of a predecessor corporation is to be used 
in applying the three-year test is not clear. See Georday Enterprises, Ltd. v. Comm’r, 126 
F.2d 384 (4th Cir. 1942); cf. I.R.C. § 381 (1954). 

45 Section 861(a) (2) (1954), defining dividends from sources within the United States, 
is the controlling section. Section 862(a)(2) (1954) provides that dividends not within 
the scope of section 861(a)(2) are to be treated as income from sources without the 
United States. 
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a domestic corporation, with a single exception, are treated as in- 
come from sources within the United States.** The exception occurs 
where less than 20 per cent of the gross income of the domestic cor- 
poration declaring the dividend has been derived from sources 
within the United States for the preceding three taxable years, or 
for the portion of that period during which the corporation has been 
in existence. Where the exception applies, the entire dividend will 
be treated as derived from sources without the United States.** 
Whether or not the exception applies, however, eligible corporate 
recipients will be allowed a full dividends received deduction (sec- 
tion 243), and individuals will be allowed the dividends received 
credit (section 34).and the partial exclusion for dividends received 
(section 116) .* 

As to the source of dividends declared by foreign corporations, 
the statute is more complicated, because it contains two seperate 
rules: the first, a rule of general application, and the second, a spe- 
cial rule governing the source of dividends received by corporate 
taxpayers applicable only for purposes of the foreign tax credit. 

The rule of general application provides that if for the three tax- 
able years preceding the year of declaration of the dividend, or for 


46 See I.R.C. § 861(a)(2)(A) (1954). For this purpose a corporation entitled to the 
benefits of section 931 (1954) is not a domestic corporation. That section excludes from 
gross income, under certain conditions, income from sources without the United States 
received by domestic corporations carrying on a trade or business in possessions of the 
United States. Section 931 corporations, however, are treated as foreign corporations for 
purposes of the foreign tax credit. See I.R.C. § 901(c) (1) (1954). Note also the special 
rule of section 306(f) (1954), which provides that the gain realized upon the disposition 
of section 306 stock shall ‘‘ be treated as derived from the same source as would have been 
the source if money had been received from the corporation as a dividend at the time of 
the distribution of such stock.’’ 

47 The 20 per cent test was adopted by the Revenue Act of 1924 to relieve non-resident 
aliens and foreign corporations from tax upon receipt of such dividends, since they are 
not subject to United States tax on income received from sources without the United 
States. See H.R. Rep. No. 179, 68th Cong., 1st Sess. 21 (1924). See also I.R.C. §§ 872(a) 
and 882(b) (1954); I.T. 2167, IV-1 Cum. Buu. 42 (1925). This exception is substan- 
tially equivalent to section 861(a)(1)(B) (1954), applicable to interest payments made 
by resident aliens, resident foreign corporations, and domestic corporations. In applying 
the 20 per cent test, the past experience of a predecessor corporation should be used fol- 
lowing a tax-free reorganization. Georday Enterprises, Ltd. v. Comm’r, 126 F.2d 384 (4th 
Cir, 1942). Cf. I.R.C. § 381 (1954). This doctrine is also applicable to dividends from for- 
eign corporations under section 861(a) (2) (B). But see I.R.C. §§ 367 (1954) and 381(a). 

48 It is interesting to note that the combination of the deduction for dividends received 
plus a deduction for foreign withholding tax, if any, imposed upon a corporate recipient 
of a dividend treated as coming from sources without the United States under this excep- 
tion will equal or exceed the dividend where the foreign withholding tax equals or exceeds 
15 per cent. In the alternative, a foreign tax eredit for the foreign withholding tax, as well 
as the dividends received deduction, would be available, subject to the limitation of section 
904(a) (1954). 
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the period of the corporation’s existence, if shorter, less than 50 per 
cent of the gross income of the foreign corporation was derived 
from sources within the United States, the dividend is to be treated 
in full as income from sources without the United States.*® If 50 per 
cent or more of its gross income was so received during that period, 
there shall be treated as income from sources within the United 
States that portion of the dividend which bears the same propor- 
tion to the total dividend as the gross income realized by the declar- 
ing corporation from sources within the United States bears to its 
total gross income during the three-year period.” 

The special rule governing the source of foreign dividends by cor- 
porate taxpayers for purposes of the foreign tax credit is the result 
of a chaotic background spanning the last thirty years. Confusion 
has developed primarily because it has been necessary in this area 
to integrate the concept of the source of income with other statu- 
tory provisions, notably the deduction for dividends received by 
corporations (sections 243 and 245) and the foreign tax credit (sec- 
tions 901 through 904). Some understanding of the history of this 
special rule is necessary to appreciate its function with regard to 
those provisions. 

Originally, the concept of the source of dividends followed that 
adopted in the case of interest payments, and ‘‘dividends from res- 
ident corporations’’ were treated as income from sources within the 
United States under the Revenue Act of 1918.5! However, a curious 
interaction between the deduction for dividends received by corpo- 


49 See ILR.C. § 861(a) (2)(B) (1954). Non-resident aliens and foreign corporations will 
not be taxed in the United States upon receipt of such dividends, and eligible corporations, 
as explained infra, may or may not be allowed a deduction for dividends received. The 
dividends received credit (section 34 (1954)) and the partial exclusion for dividends re- 
ceived (section 116 (1954)) are not applicable to dividends received from foreign cor- 
porations in any event. 

50 Thus, where a foreign parent corporation regularly realizes more than 50 per cent of 
its gross income in the form of dividends from its United States subsidiary, its dividends 
to foreign stockholders will, in whole or in part, constitute income from sources within the 
United States and thus be subject to United States tax. Enforcement of such a tax, of 
course, is another matter. Interestingly, no withholding is required of the foreign parent 
on its dividends unless more than 85 per cent of its gross income for the three preceding 
years had been from sources within the United States. See Reg. Sec. 1441-3(b) (2) 
(1956) ; S.Rep. No. 2156, 74th Cong., 2d Sess. 22, 23 (1936). 

51 Revenue Act of 1918, Secs. 213(a) and 233(b). See L.O. 1069, I-1 Cum. BuLL. 204 
(1922). In an early case, the Board of Tax Appeals held that the Canadian Pacifie Rail- 
way Co. was not a resident corporation for purposes of determining the source of its divi- 
dend payments, although it was engaged in business in the United States. Appeal of Ethel 
M. Codrington, 6 B.T.A. 415 (1927). The Board stated that it was never the intention of 
Congress to tax non-resident aliens on dividends of a foreign corporation ‘‘ practically all 
of whose property is located in a foreign country.’’ As will be shown infra, this problem 
has been cured by subsequent amendments of the statute. 
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rations and the foreign tax credit caused a shift in emphasis from 
the residence of the declaring corporation toward the source of 
gross income realized by that corporation, until Congress in 1951 
undertook to rewrite the relevant statutory provisions. 

Under the law in effect immediately prior to enactment of the 
1951 Act, no deduction (then called a credit) for dividends received 
from a foreign corporation was allowed to a corporate recipient 
of such dividends, whether or not the declaring corporation earned 
all or a portion of its gross income in the United States. Deeming 
this to result in ‘‘discrimination,’’ Congress added a new provision 
to the tax law (now section 245) to allow such a deduction for divi- 
dends received from foreign corporations where it appeared that 
such dividends were from earnings and profits arising in the United 
States.* Having so eliminated double domestic corporate taxation 
of such earnings, it was felt that to allow a credit with respect to 
foreign taxes paid on the same earnings would result in a ‘‘double 
benefit.’’ ** Accordingly, the source-of-income provision was also 
amended in 1951 to provide that for purposes of the foreign tax 


52 A detailed analysis of this changing concept would serve no useful purpose. Briefly, 
the 1921 Act provided (section 217(a)(2)) that all dividends from domestic corporations 
and from foreign corporations, more than 50 per cent of whose gross income for the three 
preceding taxable years was from sources within the United States, should be treated as 
income from sources within the United States. The 1924 Act (section 217(a)(2)) modified 
the prior law, so that dividends from a domestic corporation were not so treated if more 
than 80 per cent of its gross income for the three preceding taxable years was from sources 
without the United States. These rules remained in effect until the enactment of the 
Revenue Act of 1934. During that period individuals were allowed an exemption from nor- 
mal tax, and corporations were allowed a deduction in computing net income for all divi- 
dends from sources within the United States. 

Both of these benefits were omitted by the 1934 Act with regard to dividends from for- 
eign corporations, on the unexplained theory that ‘‘all dividends received from foreign 
corporations should be treated alike.’’ S.Rep. No. 558, 73d Cong., 2d Sess. 26 (1934). The 
solution was thought to lie in treating all dividends from foreign corporations, regardless 
of the source of the income of the foreign corporation, as income from sources without the 
United States for purposes of the foreign tax credit. S.Rep. No. 558, supra at 38. Section 
217(a) (2) (B) of the 1934 Act so provided. However, the foreign tax credit offered little 
solace to non-resident aliens and foreign corporations, not entitled to its benefit, who 
found that under the 1934 and prior Acts dividends received from foreign corporations 
that for three previous years had met the 50 per cent test were treated in full as income 
from sources within the United States and taxed as such. See Lord Forres, 25 B.T.A. 154 
(1932). 

Accordingly, the 1936 Act (section 119(a)(2)(B)) provided that if the 50 per cent 
test were met, dividends from foreign corporations would be treated as income from 
sources within the United States only in such proportion as the gross income of the de- 
claring corporation from such sources for the relevant three-year period bore to its total 
gross income during that period. The problem remained in this posture until 1951. 

53 See S.Rep. No. 781, 82d Cong., Ist Sess. 56 (1951). 

548.Rep. No. 781, 82d Cong., Ist Sess., pt. 2, 24 (1951). 











430 TAX LAW REVIEW [Vol. 15: 


credit dividends from a foreign corporation should be treated as 
income from sources without the United States, a prerequisite for 
use of the foreign tax credit, only in an amount in excess of one 
hundred eighty-fifths of the deduction allowed with respect to such 
dividends.” 

Thus, where a foreign corporation earns more than 50 per cent 
of its income in the United States, the general plan adopted by 
Congress is to allow a deduction for dividends received out of such 
earnings and to allow a foreign tax credit with respect to dividends 
from income earned outside of the United States. The deduction 
is to eliminate domestic double corporate taxation and the credit is 
to eliminate international double corporate taxation. The device 
designed to mesh these two theories is the concept of the source of 
dividend income. 

Accordingly, for purposes of the foreign tax credit—undoubt- 
edly the most important area dependent upon source-of-income 
rules for domestic taxpayers ™—section 861(a)(2)(B) disclaims 
any responsibility for determining the source of dividends received 
from a foreign corporation. In an effort to carry out the 1951 policy 
noted above, it simply provides that for purposes of the foreign tax 
credit ‘‘dividends from a foreign corporation shall . . . be treated 
as income from sources without the United States to the extent ex- 
ceeding the amount of the deduction allowable under section 245 in 
respect of such dividends.’’ It follows that in order to determine the 
source of such dividends for purposes of the foreign tax credit, 
the critical points become the circumstances under which and the 


55 The use of the fraction ‘‘one hundred eighty-fifths’’ was due to the fact that the 
deduction allowed for dividends received was 85 per cent of the portion of the dividend 
eligible for the deduction. The 1954 Code changed this to provide that for purposes of the 
foreign tax credit dividends in excess of the dividends received deduction should be treated 
as income from sources without the United States. See I.R.C. § 861(a)(2)(B) (1954). 
Curiously, Congress stated that there was ‘‘no substantial change’’ from the 1939 Code. 
S.Rep. No. 1622, 83d Cong., 2d Sess. 416 (1954). 

56 That we should retain dual solutions—the deduction and the eredit— to what amounts 
to the same problem (double corporate taxation) may be subject to question when to do 
so unnecessarily complicates the statute. 

57 This importance arises because of the so-called ‘‘per country’’ limitation of the for- 
eign tax credit (section 904(a) (1954)), which limits the credit for the foreign tax of 
each foreign jurisdiction to the tax against which the credit is to be taken multiplied by 
the ratio which the taxable income from sources within that country bears to the total 
taxable income. If, as a technical matter, no taxable income is realized from the same 
foreign jurisdiction to which the foreign tax is paid, no credit for that tax will be avail- 
able. As discussed more fully infra, the 1954 Code makes no attempt to allocate the source 
of income from without the United States to any particular foreign country. But see I.T. 
4089, 1952-2 Cum. Butu. 142. 
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extent to which section 245 allows a deduction upon receipt of such 
dividends. 

Section 245 allows a deduction for dividends received from for- 
eign corporations, other than foreign personal holding companies, 
if the foreign corporation (1) has been engaged in a trade or busi- 
ness in the United States for an ‘‘uninterrupted period’’ of 36 
months or more (or, if the foreign corporation has not been in exist- 
ence for 36 months, for the ‘‘uninterrupted period’’ of its exist- 
ence) as of the close of the taxable year during which the dividends 
are paid, and (2) has derived during that period 50 per cent or more 
of its gross income from sources within the United States. Without 
looking farther, it is obvious that whether a dividend from a for- 
eign corporation is from sources within or without the United 
States under the general rule of section 861(a)(2) has no relation 
to its source under the special rule for foreign tax credit pur- 
poses.*® 

Continuing with section 245, to determine the amount of the al- 
lowable deduction, and so the portion, if any, of the dividends from 
sources without the United States for foreign tax credit purposes, 
the dividends must be segregated into one of two categories: first, 
those paid out of earnings and profits of the current taxable year 
as defined in section 316(a)(2); and second, those paid out of ac- 
cumulated earnings and profits as defined in section 316(a) (1) aris- 
ing during prior years of the ‘‘ uninterrupted period.’’ ** In the case 
of the former, the deduction allowed is 85 per cent of such divi- 
dends multiplied by the ratio which the gross income realized by 


58 Section 861(a)(2)(B) (1954) contains no trade or business requirement, and the 
‘¢uninterrupted period’’ of past experience under section 245 (1954) can never coincide 
with the preceding three-years test of section 861(a) (2) (B). 

59 It should be noted that the uninterrupted period is not limited to three years and that 
earnings and profits for all prior years of the uninterrupted period must be considered. 
Reg. Sec. 1.245-1 (1956). Because earnings and profits is a concept peculiar to United 
States tax law, justifying any deduction in the case of dividends received from a foreign 
corporation conducting substantial business activities outside as well as within the United 
States may be impossible as an accounting matter, especially where dividends are paid out 
of earnings and profits of prior years. See Untermyer v. Comm’r, 59 F.2d 1004 (2d Cir. 
1932), cert. denied, 287 U.S. 647 (1932). Cf. Frank W. Ross, 44 B.T.A. 1 (1941). As to 
the burden of proof, see Ardbern Co., Ltd., 41 B.T.A. 910 (1940), modified without dis- 
cussion of this point, 120 F.2d 424 (4th Cir. 1941); Reg. See. 1.861-3(b) (1957). Stock 
redemptions and similar transactions may, of course, be treated as dividends in this area. 
See De Nobili Cigar Co. v. Comm’r, 143 F.2d 436 (2d Cir. 1944). Also in considering divi- 
dends, it should be noted that when dealing with foreign corporations, certain trans- 
actions may produce dividend payments that would not do so if only domestic corpora- 
tions were involved. See section 367 (1954), which denies recognition as a corporation to 
a foreign corporation in the case of certain corporate liquidations and reorganizations 
unless the prior approval of the Commissioner of Internal Revenue has been obtained. 
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the declaring corporation from sources within the United States 
bears to its total gross income for the current year. In the case of 
the latter, i.e., dividends from accumulated earnings and profits of 
prior years of the ‘‘uninterrputed period,’’ the deduction allowed 
is 85 per cent of such dividends multiplied by the same ratio com- 
puted over the portion of the ‘‘ uninterrupted period’’ ending at the 
beginning of the current taxable year. All dividends from foreign 
corporations in excess of the deductions so allowed are treated as 
income from sources without the United States for purposes of the 
foreign tax credit. 

Merely setting forth the applicable rules, to say nothing of at- 
tempting to achieve a coherent picture of how they would work in 
typical situations, illustrates that this is indeed a very complicated 
matter and raises a question whether as a mechanical matter these 
rules accomplish their objective. Stated generally, the source-of- 
dividend rules are designed to perform two functions: first, to de- 
fine the extent to which non-resident aliens and foreign corpora- 
tions are to be taxed in this country; and second, to aid in obviat- 
ing the effects of double corporate taxation, whether both corporate 
taxes are domestic or one domestic and one foreign.” In the first 
area the rules function reasonably well, although the 50 per cent 
of gross income breaking point of section 861(a)(2)(B) seems 
rather arbitrary, especially in view of the fact that gross income 
may have no relation to earnings.®' However, in the double taxa- 
tion area the statute does not work properly in many cases. 

For example, consider a foreign corporation, wholly-owned by a 
domestic parent corporation, which is engaged in trade or business 
both in the United States and in a foreign country and that for each 
of four consecutive years presents the following tax picture: 

60 The foreign tax credit goes farther, compensating for triple corporate taxation in 
the case of 50 per cent owned subsidiaries of foreign corporations. See I.R.C. § 902(b) 
(1954). 

61 Under section 861(a)(2) (1954) consider a foreign corporation conducting a profit- 
able business both abroad and in the United States. In each taxable year it realizes 90 
per cent of its gross income from sources within the United States, but realizes no taxable 
income here due to expenses incurred. Upon declaration of a dividend in its fourth year 
of operation from earnings realized abroad during that year or prior years, a non-resident 
alien or foreign corporation would be taxed upon 90 per cent of the dividend as income 
from sources within the United States, even though no earnings had been realized here 
from which a dividend could be paid. See the suggestion, p. 434 infra, for basing source 
on taxable rather than gross income. The same criticism might be made of the 20 per 
cent breaking points of sections 861(a)(1)(B) (interest) and 861(a)(2)(A) (dividends 
from domestic corporations), but, as pointed out in connection with section 861(a) (1) (B), 
the 20 per cent test appears justified as an administrative matter. See discussion pp. 425- 
426 supra. 

62 The figures used in the examples are extreme, to illustrate the problem involved. 
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United States Foreign Country 








Gross income 900 100 
Expenses 900 0 
Taxable income 0 100 
Income tax (50 per cent rate assumed) 0 50 
Earnings and profits 0 50 
Dividend declared 0 50 


Assume that in the fourth year the $50 dividend is received by the 
domestic parent corporation. It would be allowed a deduction for 
dividends received of $38.25 (85 per cent of 90 per cent of $50). The 
remaining $11.75 would be considered as dividend income from 
sources without the United States, so that against the domestic tax 
of $6.11 (52 per cent of $11.75) a foreign tax credit of $5.88 (50 per 
cent of $11.75) could be taken. Thus, the domestic recipient of the 
dividend would retain $49.77 ($50 minus $.23 United States tax). 
Note, however, that compensation for the foreign tax on the $100 
earned abroad has been accomplished primarily through the divi- 
dends received deduction. 

Now reverse the situation: 


United States Foreign Country 





Gross income 100 900 
Expenses 0 900 
Taxable income 100 0 
Income tax (52 per cent) 52 0 
Earnings and profits 48 0 
Dividend declared 48 0 


On the above set of facts, no deduction would be allowed to the 
domestic recipient for dividends received, and no foreign tax credit 
would be available since no foreign tax was paid.® A United States 
tax of $24.96 (52 per cent of $48) would be paid by the domestic cor- 
poration, leaving it with $23.04, and no compensation for the do- 
mestic tax on the $100 earned in the United States would be allowed. 

Considering the two examples together, it is difficult to justify 
the substantial difference in result in view of the theory on which 
the statute is based. Where the earnings arise in the United States, 


63 This assumes for simplicity that any foreign tax is wiped out by a tax credit in the 


foreign country. 
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there is far less protection—none in the second example above— 
against double taxation than there is where the earnings arise in a 
foreign country. This distinction arises almost entirely from the use 
of gross income rather than taxable income as a standard in sec- 
tions 861(a) (2)(B) and 245. A much more reasonable approach, and 
one consistent with the general theory of the law as presently writ- 
ten, would be to substitute ‘‘taxable income”’ for ‘‘ gross income’’ in 
computing the income ratios of those sections.™ 


CoMPENSATION FOR SERVICES 


Section 861(a)(3) states that compensation ‘‘for labor or per- 
sonal services performed in the United States’’ is to be treated as 
income from sources within the United States, subject to one excep- 
tion, noted below.® The place of performance governs the source of 
the income, and the residence of the employer or payor and the place 
of payment are immaterial. In a leading case in this area a broad- 
casting station operating on the Mexican side of the United States 
border realized 95 per cent of its income from advertisers in this 
country.” In determining the source of that income the Court of 
Appeals stated that the statute: ® 


. . . Clearly demonstrates the intendment of Congress that the source of 
income is the situs of the income-producing service. . . . If income is pro- 
duced by the transmission of electro-magnetic waves that cover a radius of 
several thousand miles, free of control or regulation by the sender from the 
moment of generation, the source of that income is the act of transmission. 
All of respondent’s broadcasting facilities were situated without the United 


64 The limitation on the foreign tax credit in section 904 (1954) quite properly deals 
in taxable income ratios. 

65 Continuing the statutory pattern, section 862(a) (3) (1954) provides that ‘‘compen- 
sation for labor or personal services performed without the United States’’ shall be 
treated as income from sources without the United States. The language of section 861 
(a) (3) (1954) has remained unchanged since the enactment of section 217(a) (3) of the 
Revenue Act of 1921. 

66 Nicholas Roerich, 38 B.T.A. 567 (1938), aff’d without discussion of this point, 115 
F.2d 39 (D.C. Cir. 1940), cert. denied, 312 U.S. 700 (1941) ; Reg. See. 1.861-4(a) (1957). 
In British Timken Limited, 12 T.C. 880 (1949), the Tax Court, faced with determining 
the source of income realized through an unusual corporate arrangement, stated that 
**Ti]t seems evident that whatever petitioner did to warrant the payment to it of the so- 
called commissions was performed outside of the United States.’’ See Rev. Rul. 60-55, 
1960 Int. Rev. Buuu. No. 6, at 70. In considering the place of performance of services, it 
should be noted that ‘‘services’’ may be performed through an agent. Evidently the tax- 
payer does not have to be present to establish the source of the compensation. See Helver- 
ing v. Boekman, 107 F.2d 388 (2d Cir. 1939) (‘‘... it ean hardly be that when an alien 
employs agents in this country to do things from which he collects a profit, Congress 
intended him to escape, though it meant to tax him, if he came here to do them himself.’’). 

67 Comm’r v. Piedras Negras Broadcasting Co., 127 F.2d 260 (5th Cir. 1942). 

68 Id at 261. 
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States, and all of the services it rendered in connection with its business were 
performed in Mexico. None of its income was derived from services within 
the United States. 


The exception to the general ‘‘place of performance’’ rule first 
appeared in 1936, when Congress amended the law ‘‘to permit resi- 
dents of other countries to make brief visits to the United States 
for business purposes, such as the buying and selling of goods, with- 
out being subject, before leaving the country, to a demand for pay- 
ment of tax on their compensation during the period of their stay 
here.’’ ® Under the 1936 amendment, however, non-resident alien 
individuals employed by a foreign branch of a domestic corporation 
were not covered by the exception.”® The 1954 Code remedied this 
omission, providing that compensation for services shall not be 
treated as income from sources within the United States if the fol- 
lowing three conditions are met: 

(1) The services are performed by a non-resident alien tempo- 
rarily present 90 days or less in the United States during the tax- 
able year; 

(2) The aggregate compensation received for such services does 
not exceed $3,000; 7? and 

(3) S2ch services are performed as an employee of or under con- 
tract with (i) a non-resident alien, foreign partnership ™ or foreign 
corporation not engaged in trade or business in the United States 
or (ii) an office of a domestic corporation “* maintained in a foreign 
country or possession of the United States.” 


69 §. Rep. No. 2156, 74th Cong., 2d Sess. 22 (1936). That Report goes on to note that 
‘*fn]umerous cases of this character arising under the present law have created irrita- 
tion and ill will quite disproportionate to the slight revenue involved.’’ 

70 See I.T. 3943, 1949-1 Cum. BuLL. 83, holding such employees taxable regardless of 
the duration of their stay in the United States. 

71 There may be some question as to how long an alien may be ‘‘ temporarily present’? 
in the United States and still retain his status as a non-resident. Presumably the last 90 
days of one taxable year and the first 90 days of the next would meet the statutory re- 
quirement. 

72 The language of the statute demands that if compensation exceeds $3,000, all com- 
pensation for services performed in the United States, not merely that in excess of $3,000, 
will be treated as income from sources within the United States. 

73 Note the use of the term ‘‘ foreign partnership.’’ Cf. discussion of the residence of 
a partnership in connection with the source of interest payments, pp. 418-420 supra. 

74The United States is a domestic corporation for this purpose. Rev. Rul. 57-69, 
1957-1 Cum. BULL. 239. 

75 See Rev. Rul. 56-268, 1956-1 Cum. BuLL. 317, involving a foreign employee of a 
domestic corporation who was awarded a period of study in the United States by a do- 
mestie foundation. During his stay here his salary was paid to his dependents abroad by 
his employer. Those payments were held to be compensation for services performed in the 
United States and subject to tax here unless the exception of section 861(a)(3) (1954) 
applied. It is interesting to note that as a matter of technical construction compensation 
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It is often necessary under section 861(a) (3) to distinguish com- 
pensation from other types of payment.”* By far the most difficult 
problem in this regard lies in distinguishing compensation pay- 
ments from royalties and from gain realized upon the sale of prop- 
erty. These distinctions are covered below in connection with the 
discussion of the source of royalty income and income from the sale 
of personal property.” Another distinction does arise, however, 
where a partnership is involved: that between a partner’s dis- 
tributive share of partnership income and compensation paid to a 
partner. 

Prior to the enactment of the 1954 Code, it was clear that a part- 
ner could not also be an employee of the partnership of which he 
was a member, and that ‘‘salary’’ payments made to a partner for 
services rendered were to be treated as a distributive share of part- 
nership profits.** However, section 707(c) now provides that where 
determined without regard to the income of the partnership, ‘‘pay- 
ments to a partner for services’’ are to be treated as though made 
to one other than a partner, ‘‘but only for the purposes of’’ sections 
61 and 162(a). Although the question is not free from doubt, an 
argument can be made that the so-called ‘‘guaranteed payments’”’ 
for services recognized by section 707(c) may have a source deter- 
mined by the place where such services are performed by the part- 


payments within this exception are neither from sources within nor from sources without 
the United States, since section 862(a) (3) (1954), defining income from sources without 
the United States, applies only where services are performed without the United States. 
At the time of the 1936 amendment creating the exception, the predecessor of section 862 
(a) (3) should also have been amended to provide that ‘‘compensation for labor or per- 
sonal services other than that derived from sources within the United States as provided 
in section 861(a) (3) ’’ should be treated as income from sources within the United States. 
Cf. I.R.C. § 862(a) (1) and (2). 

76 Clearly, deferred compensation, such as payments made pursuant to a pension plan, 
constitute compensation for services under this section. The source of the payments should 
be determined by the place where the prior services which qualify for purposes of com- 
puting the amount of the pension were performed. See I.T. 3197, 1938-1 Cum. BuLL. 191. 
Also, non-restricted stock options and bargain purchases in general by an employee from 
his employer are no doubt compensation. See Reg. Secs. 1.421-1 and 1.61-2 (1957). As 
to restricted stock options, section 421(b) (1954) indicates that of the amount realized 
upon a subsequent disposition of stock, after the two-year and six-month periods of 
section 421(a) have expired, acquired under a section 421(b) restricted option, an 85 
per cent to 95 per cent option, a portion of the gain, if any, must be treated as ‘‘compen- 
sation.’’ For a case involving a dispute whether payments by a domestic corporation to a 
non-resident alien stockholder-employee were compensation or dividends, see Robert Van 
Iderstine, 24 B.T.A, 291 (1931). 

77 The source of payments received pursuant to a covenant not to compete is also dis- 
cussed infra in connection with royalties. 

78 Lawrence L. Tweedy, 47 B.T.A. 341 (1942); G.C.M. 17255, XV-2 Cum. BuLL. 243 
(1936). 
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ner receiving them and independent of the source of the income 
realized by the partnership.” The success of such an argument may 
be of great importance to non-resident members of domestic part- 
nerships.*° 

Section 861(a)(3) also presents problems of allocation.®! For in- 
stance, under a single contract payments may be made both for the 
use of property and for services.** Deferred compensation payment 
arrangements, such as bonus, pension, annuity, or profit-sharing 
plans, involve allocation of payments made to past services per- 
formed within or without the United States.** Recurring income 


72 The argument is based upon the language of section 61 (1954), which provides that 
‘*Te]xcept as otherwise provided in this subtitle, gross income means all income from 
whatever source derived, including (but not limited to) the following items: (1) Com- 
pensation for services. . . .’? Thus, section 61 incorporates the other provisions of the 
Code which may exclude from gross income compensation for services under certain cir- 
cumstances. To the extent that such exclusionary provisions depend upon the source of 
the compensation received, it should follow that ‘‘ guaranteed payments’’ for services 
under section 707(¢) (1954) are to be treated as compensation for services under section 
861(a) (3) (1954). Cf. Reg. See. 1.707-1(c) (1958). 

80 In the ease of a non-resident citizen who is a member of a domestic partnership, 
section 911 (1954) excludes from gross income certain earned income from sources without 
the United States. In the case of a non-resident alien member, gross income includes only 
gross income from sources within the United States (section 872(a) (1954)). If the argu- 
ment developed in note 79 supra is successful, a section 707(c) payment may be excluded 
from gross income quite without regard to the source of the partnership income or to the 
provisions of the partnership agreement. See generally, LITTLE, op. cit. supra note 23, at 
§ 7.2, A, 3. 

81 It can be argued that no allocation of compensation on the basis of services per- 
formed within and without the United States is possible under sections 861(a)(3) and 
862(a)(3). The argument is that those sections have no application ‘‘where local and 
foreign services were both performed for a single compensation.’’ Helvering v. Boekman, 
107 F.2d 388 (2d Cir. 1939). In that case a non-resident alien broker was a member of 
two American produce exchanges and therefore paid only half commissions to domestic 
brokers on orders placed by him on those exchanges. He charged his customers abroad the 
full commission, realizing one-half the commission as profit on each order. The issue was 
the source of that compensation. Since the non-resident placed his orders with domestic 
brokers through an agent in this country, the Court of Appeals found that services were 
performed both here and abroad. This being so, the Court concluded that the predecessor 
of section 863 applied exclusively and that allocation should be determined under that 
section. This question is largely academic, however, since allocation should be based upon 
the same factors in any event. 

s2In a situation involving both technical services and know-how (property), the In- 
ternal Revenue Service quite properly noted that the payments should ‘‘be allocated be- 
tween the license to use the ‘know-how’ and the personal services,’’ but added the inter- 
esting comment that ‘‘[s]ince the personal services have only nominal value apart from 
the license to use such ‘know-how,’ all but a nominal sum should be allocated to the 
license.’’ Rev. Rul. 55-17, 1955-1 Cum. BULL. 388. 

83 See James D. Mooney, 9 T.C. 713 (1947), involving a General Motors stock bonus 
plan. See also Benjamin E. Levy, 1 TCM 316 (1942), approving allocation on a time-of- 
service basis in the absence of evidence permitting a more accurate apportionment; 
Yardley & Co. Ltd., P-H B.T.A. Mem. Dec. { 42,482; Rev. Rul. 55-294, 1955-1 Cum. 











438 TAX LAW REVIEW [Vol. 15: 


items, such as renewal commissions on insurance policies, must also 
be allocated to past services.** Special, and rather arbitrary, rules 
are applied to seamen on vessels engaged in coastwise trade.® 


Rentat PayMents anpD Royatties 


The Code provides in section 861(a) (4) that rentals and royalties 
‘*from property located in the United States or from any interest 
in such property”’ shall be treated as income from sources within 
the United States, and provides further that such income shall in- 
clude ‘‘rentals or royalties for the use of or for the privilege of 
using in the United States patents, copyrights, secret processes and 
formulas, good will, trade-marks, trade brands, franchises, and 
other like property.’’ 8° The source of the income thus depends upon 
the location of the income-producing property or upon the place 
where such property is or may be used. 

Of primary concern here must be the distinction between income 
which arises from property or an interest in property, 7.e., rental or 
royalty payments, and compensation payments.*? An early case on 
this point involved a contract between Enrico Caruso and the Victor 
Talking Machine Company, by which Caruso agreed to record ex- 
clusively with Victor.** Victor made master copies of the records 
and paid Caruso a ‘‘royalty’’ based upon sales of records in the 
United States and abroad. The issue presented was the source of 
those payments on sales made abroad by foreign companies to whom 
Victor had sold the master records, the foreign companies having 
agreed to pay to Victor all amounts which the latter was obligated 
to pay to Caruso on foreign sales. The ‘‘royalty’’ payments were 


Buu. 368; I.T. 3197, 1938-1 Cum. Buu. 191; Reg. Sec. 1.861-4(b) (1957). See also 
Mim. 71, 1952-2 Cum. Butt. 170. 

84 Rev. Rul. 55-497, 1955-2 Cum. Buu. 292. 

85 Compensation received by a seaman, whether alien or citizen, aboard a vessel engaged 
in ‘*coastwise trade’’ is income from sources within the United States. G.C.M. 22383, 
1940-2 Cum. BULL. 227. Cf. Reg. Sec. 1.861-4(¢) (1957) which applies this rule only to 
alien seamen. ‘‘Coastwise trade’’ refers to any vessel sailing between ports of the 
‘*United States’’ as that term is defined in section 7701(a) (9) (1954). I.T. 3461, 1941-1 
Cum. Buty. 251. However, this special rule has no application to passengers on coastwise 
vessels. I.T. 3462, 1941-1 Cum. BULL. 268. 

86 Section 862(a)(4) (1954) contains a parallel provision with regard to property lo- 
cated without the United States, including the use or privilege of using the property 
specified in section 861(a)(4) (1954) without the United States. These provisions have 
remained unchanged since 1921. 

87 Assuming that the income in question arises from property or an interest in prop- 
erty, a separate inquiry must be made whether that income should be characterized as a 
rental or royalty payment or as gain realized from a sale. This distinction is discussed 
infra in connection with the source of gain realized upon the sale of personal property. 

88 Ingram v. Bowers, 47 F.2d 925 (S.D.N.Y. 1931), aff’d, 57 F.2d 65 (2d Cir. 1932). 
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held to represent compensation and, since the masters were made in 
the United States, to be from sources within the United States.® 

Confusion over the compensation versus income from property 
distinction is present in any case where services are performed that 
are capable of producing or culminating in a property interest of 
one sort or another. Thus, basic research services may result in a 
formula, production technique, or patent; the services of a reporter 
or author may result in a copyrighted article or book; the services 
of a performer may result in a phonograph record or motion pic- 
ture; etc. In each case of this sort where there is a use or privilege 
of using the resulting property in the United States and where the 
property is the result of services performed abroad, there may be a 
difficult problem involving the source of income. The problem has 
been posed as follows: * 


. . . Probably it is impossible, and we do not attempt, to lay a flat rule as 
to what may constitute compensation for personal services actually rendered, 
with respect to an intellectual product. Clearly, the weekly wage paid by a 
newspaper to a reporter employee whose task is to gather information con- 
cerning persons and events, and write it up in printable style, would be. 
Quite as clearly, the income from the use of an invention, although the whole 
of the development, patenting and licensing resulted from the intellect, 
personai effort and capital of the inventor, would not be. Somewhere in the 
field between these two extremes must be found for each case the place which 
fits its facts. Somewhere in that field perhaps a line may be drawn... . 


The distinction then is to be drawn in each case between payments 
for services (compensation) and payments for the acquisition (sale 
proceeds) or use (royalty) of property resulting from services. If, 
as a factual matter, the payments are for the acquisition or use of 


89 The Court of Appeals in the Ingram case saw as the ‘‘ vital question’’ whether the 
contracts ‘‘ gave to Caruso some interest in the matrices and records . . . and whether the 
payments can in this wise be looked at as emanating from property.’’ This same question 
is very much alive today in eases where domestic corporations realize income, invariably 
ealled a ‘‘royalty,’’ under license agreements with foreign corporations. Under a typical 
agreement of this sort a domestic manufacturing corporation will agree to (1) grant the 
foreign corporation the use of its foreign patents, (2) disclose to the foreign corporation 
its production techniques or ‘‘know-how’’ and any secret processes or formulas necessary 
to production, (3) train employees of the foreign corporation at its plant in this country, 
(4) aid in setting up production by the foreign corporation abroad, (5) grant the foreign 
corporation the use abroad of its trademarks, tradenames and sales promotion literature or 
techniques, and (6) cooperate with the foreign corporation in carrying out further re- 
search, In return, the foreign corporation agrees to pay a ‘‘royalty’’ based upon future 
sales. To what extent do such royalties represent compensation for services as opposed to 
income from ‘‘property’’ transferred to the foreign corporation? The answer to that ques- 
tion will determine the source of the income received and thus will determine whether a 
foreign tax credit will be available for any foreign tax withheld on the royalties paid. 

90 E. Phillips Oppenheim, 31 B.T.A. 563, 564 (1934). See also Jack Rosenzweig, 1 T.C. 
24 (1942). : 
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property, the fact that services were involved in creating or produc- 
ing the property will not change the payments in whole or in part to 
compensation.” Of course, difficult cases will present themselves 
where payments are actually made both for services and for the use 
or acquisition of any property that may result. In such cases, alloca- 
tion of the payments would appear proper, but it may be that the 
Internal Revenue Service will attempt to treat the entire amount as 
paid for the property in any event.” 

A recent case involved Paul Karrer, a Swiss scientist interested 
in the synthesis of certain vitamins, who entered into a ‘‘special 
employment contract’’ with a Swiss pharmaceutical company.” 
Under that contract Karrer performed basic research, the results 
of which were made available to the Swiss company for commercial 
exploitation. That company aided in the research, supplied Karrer 
with certain raw materials, and was to pay Karrer a royalty on all 
synthetic vitamins sold. In the United States, patents resulting from 
Karrer’s work were applied for in his name, since the applicant 
could not be a corporation, and at the Swiss company’s direction 
Karrer assigned the patent applications to an American corpora- 
tion with which the Swiss company had a contract. Although under 
that contract the American corporation agreed only to pay a royalty 
to the Swiss company on all sales under the patents assigned to it, 
in fact it paid directly to Karrer the amounts owed to him by the 
Swiss company on vitamin sales in the United States, sending only 
the difference to the Swiss company. 

In determining the source of the payments made by the American 
corporation to Karrer, the Court of Claims looked to the basic con- 
tract between him and the Swiss corporation which, under Swiss 
law, provided for compensation payments. Noting that actually the 


91 Human endeavor of one variety or another is at the root of the creation of all prop- 
erty interests. See Frank L. Kluckhohn, 18 T.C. 892 (1952), where the Tax Court pointed 
out that an author ‘‘did not write the... article as an employee of ... [the publisher] 
or even at its request.’’ See also Rev. Rul. 59-250, 1959 Int. Rev. Buty. No. 31, at 10, 
involving the construction and ‘‘sale’’ of custom-built homes. Cf. Rev. Rul. 234, 1953-2 
Cum. BuLL. 29, involving preparation and sale of a manuscript. 

92 This is especially so where non-resident aliens or foreign corporations are involved 
so that compensation for services performed abroad would be free from United States 
tax. See Rev. Rul. 55-17, note 82 supra, where it is stated that since services rendered in 
training employees had only a ‘‘nominal value’’ apart from an associated license to use 
certain know-how, ‘‘all but a nominal sum should be allocated to the license.’’ From that 
it may be inferred that services rendered in creating property have little value apart 
from the property created and that any allocation should be made accordingly. This, how- 
ever, is not always the case. Basic research, for instance, may have a significant value 
quite without regard to whether or not any property or interest in property results from it. 

93 Karrer v. United States, 152 F.Supp. 66 (Ct.Cl. 1957). 
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entire royalty payment was owed by the American corporation to 
the Swiss company, which under its contract with Karrer had the 
right to exploit the patents, and by whose direction the patent appli- 
cations had been assigned to the American corporation, the pay- 
ments to Karrer were held to be for services performed in Switzer- 
land and hence from sources without the United States.” 

The significant point in the Karrer case is that the scientist never 
owned any property or any interest in property. The mere fact that 
a taxpayer has a contractual right to share in the income realized 
from the use of property in the United States does not mean that 
his share is a royalty payment under section 861(a) (4). He must 
also have an interest in the property producing the income.* The 
following statement illustrates this point: * 


A publisher may enter into a contract with an author to write articles on 
certain subjects once a week for a period of one year for a newspaper or to 
write a book on a certain subject, the publisher to copyright the literary work 
and pay the author a stipulated amount in cash, or a certain amount of cash 
plus a percentage of the income derived from other publishers using the 
articles or material in the book. In this class of cases there exists the relation- 
ship of employer and employee and the consideration paid the author is for 
his personal services. Intellectual products of an author who contracts or is 
employed to write articles or books at some time in the future for publishers, 
in a majority of cases, belong to the employer, and the author has no tangible 
or intangible property right in the published property. It is the opinion of 
this office that both the lump-sum amount and royalties paid in this class of 
eases are for ‘‘ personal services actually rendered.’’ 


The above quotation shows that it may be of controlling impor- 
tance whether the ‘‘employer’’ has a measure of control over the 
activities of the person performing the services and whether the 
resulting property interest (patent, copyright, ete.) is received ini- 
tially by the ‘‘employer.’’ A later statement on the same point by 
the Internal Revenue Service ” points out that contracts ‘‘of em- 
ployment, or for rendition of services, are, however, frequently 


94 The result in the Karrer ease may be correct on the facts presented there, but the 
statement by the Court of Claims that the ‘‘character’’ of the relationship between 
Karrer and the Swiss company ‘‘must be governed by Swiss law’’ for federal tax pur- 
poses is open to question. Although not an issue in the Karrer case, it should follow that 
the Swiss company constructively received the entire payment made by the American 
corporation as a royalty from sources within the United States. 

%5 This point was directly involved in Hopag 8. A. Holding de Participation et de 
Gestion de Brevets Industriels, 14 T.C. 38 (1950). 

96 The quoted statement is taken from G.C.M. 236, VI-2 Cum. Bui. 27 (1927). It 
appears to represent the present view of the Internal Revenue Service. See Rev. Rul. 55- 
636, 1955-2 Cum. Buu. 17. Cf. Rev. Rul. 234, 1953-2 Cum. BuLw. 29. 

97 I.T. 2735, XII-2 Cum. Bun. 131 (1933). 
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entered into with writers and artists,’’ citing Ingram v. Bowers * 
as an example of such a case. 

As to what constitutes ‘‘property’’ for purposes of section 861 
(a) (4), what authority there is indicates that there are few rights 
that may not be classified as interests in property. For example, in 
Korfund Co.” two non-resident aliens received payments from a 
domestic corporation in consideration of their agreement not to act 
as consultants to any competitor of the payor, and one issue pre- 
sented was the source of those payments. The domestic corporation, 
whose liability for withholding tax was at stake, contended that 
the payments were compensation for ‘‘negative performance . 
based upon a continuous exercise of will’’ and that that perform- 
ance took place abroad. The Commissioner countered with the argu- 
ment that ‘‘as the place of performance would be in the United 
States if... [the recipients] had violated their contractual obliga- 
tions, abstinence of performance occurs in the same place.’ 1° 

The Tax Court, however, came to the independent and startling 
conclusion that the rights to compete in the United States which had 
been given up by contract ‘‘were interests in property in this coun- 
try.’’? Going farther out on the same limb, it found that ‘‘the situs 
of the right was in the United States’’ and that the domestic cor- 
poration was ‘‘merely using it, so to speak, for a specified time, sub- 
ject to periodical payments to the owners of the rights.’’ Accord- 
ingly, the Tax Court concluded that the ‘‘rights were property of 
value and the income in question avas derived from the use thereof 
in the United States.’’ 1” 

The reasoning of Korfund Co. strains to find income from the use 
of property in the United States in an area which at first blush 
seems within the concept of compensation for services. The reason 
for this may be the difficulty of defining a more sensible rule where 
nothing more than inaction on the part of the recipient of the in- 
come is involved. It would seem that the place of performance for 


98 See note 88 supra. Presumably, if Caruso had agreed to sell or license to Victor the 
copyrights or master copies of whatever phonograph records he made over a given period, 
rather than agreeing to sing for Victor, the result in that case would have been different. 
This may be a fine and arbitrary line, but it is one that should be observed in drafting 
agreements in this area. 

991 T.C. 1180 (1943). 

100 Although the Commissioner’s argument does not appear to have been questioned on 
this ground, it seems obvious that violation of the contractual obligations might well have 
resulted from the performance of consultation services without the United States. 

101 This conclusion purported to be governed by the decisions in Sabatini v. Comm’r, 
98 F.2d 753 (2d Cir. 1938) (a copyright case) ; Ingram v. Bowers, 57 F.2d 65 (2d Cir. 
1932) (a compensation case); and Comm’r v. Ferro-Enamel Corporation, 134 F.2d 564 
(6th Cir. 1943) (a ease involving the ‘‘source of loss’’ on worthless stock). 
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purposes of determining the source of income should be deemed to 
be the place where by the terms of the contract the recipient is 
bound to inactivity.‘ The trouble is that in the usual case involv- 
ing an agreement not to compete there is no such place, or, more 
accurately, the consultant is bound to inactivity throughout the 
world. Faced with this dilemma, Korfund Co. at least offers a work- 
able rule, even if the logic of the opinion does leave something to be 
desired. A more satisfactory solution would seem to be the amend- 
ment of section 861(a)(3) to provide that compensation for agree- 
ments not to compete with any trade or business carried on in the 
United States shall be treated as income from sources within the 
United States.? 

It will often be the case that royalty payments are made for the 
use or privilege of using property not only in the United States. For 
instance, a single royalty may be paid for United States and Cana- 
dian publication rights or for world-wide movie rights. When this 
occurs, it seems clear from the statute that only that portion of the 
royalty attributable to use or privilege of use in the United States 
should be treated as income from sources within the United States. 
The proof which will support such an allocation, however, is another 
matter and one on which there seems to be very little agreement in 
the decisions.’ 


Sate or Reat Property 


‘Gains, profits, and income from the sale of real property located 
in the United States’’ are declared to represent income from sources 
within the United States by section 861(a)(5).?° This is by far the 


102 This is much the same as the Commissioner’s argument in Korfund Co. that source 
should be governed by the place where any breach of the contract would occur. See Ops. 
Art’y Gen. 5, I-2 Cum. Buuu. 192 (1922), involving the source of damages for breach of 
contract. For a current problem involving the source of reinsurance premiums paid to 
foreign corporations, see The Wall Street Journal, May 25, 1960, p. 1, col. 5. 

103 If the trade or business to be protected were carried on both within and without the 
United States, allocation of the compensation should be allowed, based upon taxable in- 
come realized from the conduct of the trade or business from sources within and without 
the United States. 

104 See Estate of Alexander Marton, 47 B.T.A. 184 (1942) ; Ference (Franz) Molnar v. 
Comm’r, 156 F.2d 924 (2d Cir. 1946) ; Misbourne Pictures Ltd. v. Johnson, 189 F.2d 774 
(2d Cir. 1951) ; Sax Rohmer, 5 T.C. 183 (1945), aff’d, 153 F.2d 61 (2d Cir. 1946), cert. 
denied, 328 U.S. 862 (1946) ; Wodehouse v. Comm’r, 177 F.2d 881 (2d Cir. 1949). Cf. Sax 
Rohmer, 14 T.C. 1467 (1950) ; Wodehouse v. Comm’r, 178 F.2d 987 (4th Cir. 1949). In the 
last case cited, the Court of Appeals stated that allocation should be based in part on 
‘‘the economic common sense of the entire situation.’’ 

105 The parallel provision, section 862(a)(5) (1954), provides that income from the 
sale of real property located without the United States is to be treated as income from 
sources without the United States. 
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easiest to handle of the source-of-income rules, but for that reason it 
is easy to overlook. In Texas-Canadian Oil Corporation, Ltd. a 
Canadian corporation transferred all of its assets to a corporation 
formed in the Bahamas in exchange for stock. In part, those assets 
consisted of oil and gas leases in Texas, and the Commissioner as- 
serted that a United States tax was owed by the Canadian corpora- 
tion based upon the excess of the value of the leaseholds over their 
basis to the Canadian corporation.*” The Board of Tax Appeals up- 
held the Commissioner, turning to Texas law to find that the lease- 
holds constituted real property.’ 


PURCHASE AND SALE OF PERSONAL PROPERTY 


The Revenue Act of 1921 provided that income realized from ‘‘the 
purchase of personal property within, and its sale without the 
United States or from the purchase of personal property without 
and its sale within the United States, shall be treated as derived 
entirely from the country in which sold.’’ ? In 1926 this provision 
was amended to eliminate from its scope the purchase and sale of 
personal property where one of those activities took place in the 
United States and the other in one of its possessions."’° A further 
amendment was made by the 1938 Act so that income resulting from 
the purchase of personal property within the United States and its 
sale in a possession of the United States would be treated as entirely 
from sources without the United States.‘ 

As so amended, the statute remains at the present time, section 
861(a)(6) providing that income from the ‘‘purchase of personal 
property without the United States (other than within a possession 
of the United States) and its sale within the United States’’ shall 
be treated as income from sources within the United States.1? 


106 44 B.T.A. 913 (1941). 

107 As noted, section 864 (1954) defines the word ‘‘sale’’ to include ‘‘ exchange.’’ 

108 Had the Canadian corporation secured a ruling under section 112(i) (1939) (now 
section 367 (1954)) prior to the exchange, it would have constituted a tax-free trans- 
action, and no gain would have been recognized. 

109 Revenue Act of 1921, See. 217(e), 42 Sra. 244, 

110 In such eases, the resulting income was to be treated as from sources partly within 
and partly without the United States. These types of transactions are discussed infra in 
connection with section 863 (1954) items of gross income. See H.R. Rep. No. 1, 69th 
Cong., 1st Sess. 8 (1925). 

111 This amendment was designed to allow taxpayers purchasing property here for sale 
in a United States possession to take advantage of what is now section 931 (1954), ex- 
eluding from gross income certain income from sources without the United States. See 
H.R. Rep. No. 1860, 75th Cong., 3d Sess. 44 (1938). 

112 The companion section 862(a)(6) (1954) provides that income from the ‘‘pur- 
chase of personal property within the United States and its sale without the United 
States’’ is to be treated as income from sources without the United States. 
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The theory of section 861(a) (6) is that in the case of gain arising 
from the purchase and sale of personal property, as opposed to 
manufacture and sale, the entire gain is attributable to the sale por- 
tion of the over-all transaction." It follows, although the statute is 
silent on the point, that where both the purchase and sale of per- 
sonal property take place within or without the United States, the 
place of sale determines the source of the resulting income. 

An interesting question arises in cases where the property sold 
was not purchased (or manufactured) by the taxpayer. For ex- 
ample, suppose one foreign corporation loans $95 to another foreign 
corporation and receives a non-interest-bearing negotiable note for 
$100 which it discounts (sells) in the United States, receiving $97 
in this country. In such a case, it could be argued that the $2 gain is 
not from sources within the United States since the property sold 
had not been purchased." But the answer is not altogether clear.**® 
It is difficult to believe that income realized upon the sale in the 
United States of property acquired by gift or inheritance is not 
from sources within the United States. In this regard, the Internal 


113 This theory was developed under statutes prior to the Revenue Act of 1921. ‘‘The 
income of the seller is derived from the sale and flows to the seller from the purchaser.’’ 
Yokohama Ki-Ito Kwaisha, Ltd., 5 B.T.A. 1248 (1927). It is interesting to speculate as 
to the source of gain realized from a short sale where the property is borrowed and the 
sale is covered outside the United States. Clearly, in such a case the income-producing 
transaction occurs at the time and place the sale is covered. Cf. I.R.C. § 1233 (1954). 

114 Carding Gill, Ltd., 38 B.T.A. 669 (1938); Reg. Sec. 1.861-7(a) (1957). This de- 
cision indicates that as a technical matter sections 861(a)(6) and 862(a)(6) (1954) do 
not apply where both the purchase and the sale take place within or without the United 
States, the source of the income being determined in such cases under section 863 (1954). 
This is of no importance, however, since in any event the place of sale determines the 
source of the income. 

115 Some authority for that argument could be found in Helvering v. Stein, 115 F.2d 
468 (4th Cir. 1940). There the taxpayer, a non-resident alien, loaned funds abroad, re- 
ceived from the borrower a draft drawn on a New York bank and negotiated the draft 
at that bank. The draft was ‘‘accepted’’ by the New York bank upon the undertaking by 
the taxpayer that it would be paid two days prior to maturity. This banker’s acceptance 
could readily be converted to cash by the taxpayer. Due to the high rate of interest charged 
the borrower abroad, the taxpayer received more upon repayment of the loan than he owed 
to the New York bank to cover the draft. The Court of Appeals held the resulting income 
to be from sources without the United States, on the ground that the predecessor of sec- 
tion 861(a) (6) (1954) applied only where there was both a purchase and a sale, noting 
that ‘four courts seem to hold pretty uniformly that the original negotiation of com- 
mercial paper is a loan and not a sale.’’ 

116 The Court in the Stein case realized that the gain there arose from the taxpayer’s 
ability to borrow funds in the United States at a lower rate of interest than that at which 
he loaned the same funds abroad. That gain, in substance, was interest income and con- 
sidered as such had a source without the United States under section 861(a)(1) (1954). 
Thus, the result in Stein seems correct, but the reasoning is questionable if it is taken to 
mean that income from a sale in the United States cannot be from sources within the 
United States unless the property sold has been purchased. 
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Revenue Service has ruled that gain realized upon the sale by a 
domestic corporation in Germany of all the stock of a German sub- 
sidiary is from sources within Germany, apparently without regard 
to the manner in which the stock had been acquired by the seller.” 

Whether or not a prior purchase must be involved, section 861 
(a)(6) makes it perfectly clear that there must be a sale.""* Before 
turning to the law of sales, however, one special area of interest 
should be noted. That is the distinction between a license and a sale 
where a non-resident alien or foreign corporation is the licensor or 
vendor.’”® Prior to the enactment of the Revenue Act of 1936, non- 
resident aliens and foreign corporations not engaged in trade or 
business in the United States were generally taxed here on income 
derived from the sale of personal property in the United States, 
although no withholding of tax on such income was required. With 
enactment of the 1936 Act, Congress dropped the tax on income de- 
rived from the sale of personal property, recognizing that there was 
no effective means of collection, and limited both taxation and with- 
holding to the now-familiar classifications of certain ‘‘fixed and de- 
terminable’’ items of income.’*? With this change very much in 
mind, the Supreme Court rendered its opinion in Commissioner v. 
Wodehouse. 

Pelham G. Wodehouse, a non-resident alien author, received from 
publishers in the United States certain lump-sum payments for ex- 
clusive serial or book rights in the United States. Taxability of these 
payments, noted the Supreme Court, turned upon the meaning of 
the phrase ‘‘gross income from sources within the United States’’ 
as defined by the statute.’*? Having stated that, the Court proceeded 
to decide the case on an entirely different ground. It noted that 


117 Rey. Rul. 55-677, 1955-2 Cum. BuLL. 289. 

118 American Food Products Corp., 28 T.C. 14 (1957), stating that the ‘‘ question of 
‘source of income’ is essentially a problem of the law of sales rather than a question of 
taxation.’’ Note, however, the statutory exception of section 306(f) (1954) in the case 
of the sale of section 306 stock. See note 46 supra. 

119 The license versus sale distinction has also been a problem in recent years where do- 
mestic taxpayers were involved. Aside from the source of such income, the characteriza- 
tion as a license or sale may determine whether the resulting income is taxed at ordinary 
income or capital gain rates. See Cory v. Comm’r, 230 F.2d 941 (2d Cir. 1956), cert. de- 
nied, 352 U.S. 828 (1956). 

120 See H.R. Rep. No. 2475, 74th Cong., 2d Sess. 9 (1936) ; S. Rep. No. 2156, 74th Cong., 
2d Sess. 21 (1936); Angell, The Nonresident Alien: A Problem in Federal Taxation, 36 
Coium. L. REv. 908 (1936). 

121 337 U.S. 369 (1949). 

122 Actually, both the petitioner and respondent in Wodehouse agreed that the income 
in question was from sources within the United States. The respondent argued that since 
the income arose from a sale of personal property it was not taxable to a non-resident 
alien. The petitioner argued that the payments were royalties and therefore taxable. 

















1960] CONCEPT OF SOURCE OF INCOME 447 


prior to the 1936 Act the receipts in question undoubtedly would 
have been subject to tax—whether as royalties or as gain on a sale 
is not clear—and concluded that ‘‘the present issue resolves itself 
largely into a determination whether such receipts were relieved 
from taxation by the Revenue Act of 1936. . . .’’ Finding that Con- 
gress intended to relieve from tax only those items that were not 
‘‘readily collectible’’ by withholding, the Court concluded that there 
had been no Congressional intent to relieve from tax ‘‘these receipts 
in the nature of royalties.’’ 

Certainly the Wodehouse opinion is unsatisfactory at best.’* It 
leaves open the question whether a non-resident alien or foreign 
corporation can ‘‘sell’’ a copyright or patent to a purchaser who in- 
tends to use it in the United States, so that the resulting income will 
be recognized as the proceeds of a sale for source-of-income pur- 
poses. Later decisions seem to reflect some confusion as to the exact 
meaning of Wodehouse, but it does appear that if a lump-sum 
payment is received in advance and if the entire interest in a copy- 
right or patent is transferred, the transaction will stand up as a sale 
for purposes of determining taxability or determining the source of 
the income. Retention of an interest by the transferor, whether by 
way of payments geared to future use or profits or otherwise, will 
result in having the transfer classified as a license rather than a 
sale. 

Assuming that a sale takes place, it remains to examine the cri- 
teria that apply in determining whether the sale took place within 
or without the United States. Almost without exception the courts 
have applied a ‘‘passage of title’’ test in determining the place of 
sale, looking to the documents involved and the intent of the parties 
for guidance in deciding where title passed.’” The Internal Revenue 
Service, on the other hand, has never been pleased with the opera- 
tion of the passage-of-title test, presumably because it places the 
source of the income from a sale under the taxpayer’s control with- 
out regard to the place where the substance of a transaction may be 
thought to have occurred.’* In 1947 it gave rather half-hearted 


123 See the dissent in Wodehouse by Justice Frankfurter in which Justices Murphy and 
Jackson joined. Comm’r v. Wodehouse, supra note 121, at 401. 

124 See Misbourne Pictures, Ltd. v. Johnson, 189 F.2d 774 (2d Cir. 1951); Bloch v. 
United States, 200 F.2d 63 (2d Cir. 1952), cert. denied, 345 U.S. 935 (1953). The Court 
of Appeals in the Bloch case stated that ‘‘the crux of the matter seems to us to be the 
retention of an interest in the profitable exploitation of the patented articles by receipt 
of a percentage of the sales price or a stated amount for each article sold.’’ 

125 See cases cited in United States v. Balanovski, 236 F.2d 298 (2d Cir. 1956). 

126 Prior to 1930 the Bureau of Internal Revenue appears to have been willing to follow 
a passage-of-title test. O.D. 1100, 5 Cum. Buby. 118 (1921) ; I.T. 1569, II-1 Cum. Butt. 
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approval to the test, stating *** that as a ‘‘general rule’’ for pur- 
poses of determining the source of income ‘‘a sale is consummated 
at the place where the seller surrenders all his right, title, and in- 
terest to the buyer. . . .’’ but adding: 78 


. . . However, in any ease in which the sales transaction is arranged in a 
particular manner for the primary purpose of tax avoidance, the foregoing 
rules will not be applied. (See Kaspare Cohn, Inc. v. Commissioner, 35 B.T.A. 
646.) In such eases, all factors of the transaction, such as negotiations, the 
execution of the agreement, the location of the property, and the place of 
payment, will be considered, and the sale will be treated as having been con- 
summated at the place where the substance of the sale occurred. 


Although the Internal Revenue Service has met with a singular 
lack of success in avoiding application of the passage-of-title test, 
there are indications that it has not given up the battle. Its field 
offices are reported to have been instructed to apply a ‘‘substance 
of the sale’’ test in any case involving a domestic vendor where the 
vendor has no employees, no registered office, and no stock of goods 
outside the United States.’*® If these conditions exist, it appears 
that a ‘‘primary purpose of tax avoidance’’ is to be presumed. 
Clearly, there is no justification for such a presumption in the stat- 
ute or cases, and, short of Congressional action on the point, the 
passage-of-title doctrine seems secure.’*° 


126 (1923) ; I.T. 2068, III-2 Cum. Buby. 164 (1924); G.C.M. 2467, VII-2 Cum. BuLL. 
188 (1928). From 1930 to 1947, G.C.M. 8594, IX-2 Cum. BULL. 354 (1930), provided that 
a sale was made at the time and place the contract of sale was signed, but the theory of 
G.C.M. 8594 was never accepted by the courts. See East Coast Oil Co., S.A., 31 B.T.A. 
558 (1934), aff’d, 85 F.2d 322 (5th Cir. 1936), cert. denied, 299 U.S. 608 (1936). 

127 G.C.M. 25131, 1947-2 Cum. BULL. 85. 

128 Id. at 86. It should be noted that Kaspare Cohn, Inc., 35 B.T.A. 646 (1937), in- 
volved the non-recognition of a Canadian subsidiary as a corporate entity. The Board 
stated there that it was ‘‘unnecessary to determine where the sale was made.’’ Reg. See. 
1.861-7(¢) (1957) contains the same warning. It also states that where ‘‘ bare legal title 
is retained by the seller, the sale shall be deemed to have occurred at the time and place 
of passage to the buyer of beneficial ownership and the risk of loss.’’ 

129 PROEHL, LEGAL PROBLEMS OF INTERNATIONAL TRADE 214 (1959), reporting on I.R. 
Cireular No. 56-27, Mar. 26, 1956. See also Office Memorandum, dated Oct. 8, 1958, from 
Harold T. Swartz, Assistant Commissioner (Technical), to Dan Throop Smith, Deputy to 
the Secretary of the Treasury. P-H { 54,672. See generally, 3 Tax REVISION COMPENDIUM 
2171-2180 (1959). 

130 In United States v. Balanovski, 236 F.2d 298, 306-307 (2d Cir. 1956), the Court of 
Appeals stated: 

‘¢ Although the ‘passage of title’ rule may be subject to criticism on the grounds that 
it may impose inequitable tax burdens upon taxpayers engaged in substantially similar 
transactions, such as upon exporters whose customers require that property in the goods 
pass in the United States—see Hearings before the House Committee on Ways and Means 
on Forty Topics Pertaining to the General Revision of the Internal Revenue Code, 83d 
Cong., 1st Sess., pt. 2, at 1458 (1953)—no suitable substitute test providing an adequate 
degree of certainty for taxpayers has been proposed. Vague ‘contacts’ or ‘substance of 
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Section 863(a) Irems or Gross IncomE 


Aware of the futility of attempting to define by statute the source 
of all possible items of gross income, Congress has provided in sec- 
tion 863(a) that items of gross income, other than those specified in 
sections 861(a) and 862(a), ‘‘shall be allocated or apportioned to 
sources within or without the United States, under regulations pre- 
scribed by the Secretary or his delegate.’’** Some Regulations have 
been promulgated under this provision, but, of course, it is no easier 
for the Commissioner to anticipate each case by Regulation than 
for Congress to do so by statute. In addition, very little guidance 
of a general nature is available from the cases.'** About all that is 


the transaction’ criteria would make it more difficult for corporations engaged in Western 
Hemisphere trade to plan their operations so as to receive the special deduction granted 
them if they derive at least 95 per cent of their income from sources outside the United 
States. ... 

. . . Further, in substantially reenacting § 119(e) (2) of the 1939 Code, Congress did 
not further define ‘the place of sale,’ thus apparently accepting the prevailing ‘passage 
of title’ test. See Int. Rev. Code of 1954, §§ 861(a) (6), 862(a) (6). 

**Of course this test may present problems, as where passage of title is formally de- 
layed to avoid taxes. Hence it is not necessary, nor is it desirable, to require rigid ad- 
herence to this test under all circumstances. But the rule does provide for a certainty and 
ease of application desirable in international trade. Where, as here, it appears to accord 
with the economic realities ... we see no reason to depart from it... .’’ 

Whether the passage-of-title rule is secure in cases involving special statutory privileges 
for domestic taxpayers (for instance, Western Hemisphere trade corporations under sec- 
tion 921 (1954) ) may be open to question. 

131 This portion of section 863(a) (1954) originated as section 217(e) of the Revenue 
Act of 1921 and has remained substantially unchanged since that time. 

132 Hay v. Comm’r, 145 F.2d 1001 (4th Cir. 1944), cert. denied, 324 U.S. 863 (1944) 
(gain received on liquidation of a domestic corporation is from sources within the United 
States) ; Corporacion de Ventas de Salitre y Yoda de Chile, 44 B.T.A. 393 (1941), rev’d 
on other grounds, 130 F.2d 141 (2d Cir. 1942) (income received by a foreign corporation 
from the purchase of its debentures at a discount in the United States is from sources 
within the United States); Albert R. Gallatin Welsh Trust, 16 T.C. 1398 (1951), aff’d 
per curiam, 194 F.2d 708 (3d Cir. 1952) (alimony payments from a domestic trust to a 
non-resident alien are from sources within the United States) ; Helvering v. Suffolk Co., 
104 F.2d 505 (4th Cir. 1939) (refund of tax made by New York City is from sources 
within the United States); Hubert de Stuers, 26 B.T.A. 201 (1932) (income realized 
upon redemption of United States Government bonds is from sources within the United 
States); G. A. Stafford & Co. Ine. v. Pedrick, 171 F.2d 42 (2d Cir. 1948) (cotton export 
subsidies paid by the United States are from sources within the United States); IT. 
2976, XV-1 Cum. BuLL. 138 (1936) (rental or benefit payments made under the Agri- 
cultural Adjustment Act for reduction of acreage or production are from sources without 
the United States where the land involved is in Puerto Rico); I.T. 3902, 1948-1 Cum. 
Buu. 64 (insurance proceeds for goods lost in transit between the United States and 
Cuba are from sources within the United States); I.T. 3280, 1939-1 Cum. BuLL. 197 
(annuities paid by a domestic corporation in China to non-resident aliens out of assets 
of its branch office in China are from sources without the United States). See also A.R.R. 
723, I-1 Cum. Buu. 113 (1922) ; I.T. 3137, 1937-2 Cum. Buy. 164. Cf. N. V. Koninklijke 
Hollandische Lloyd, 34 B.T.A. 830 (1926) ; Zander & Cia., Ltd., 42 B.T.A. 50 (1940). 
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available to a taxpayer, or potential taxpayer, in this area is an 
‘‘educated guess’’ by his tax adviser whether the origin of an item 
of income, i.e., the income-producing activity or property, is closely 
enough connected with the United States in a geographical sense 
to support an allocation in whole or in part to sources within the 
United States. Admittedly this is an unsatisfactory state of affairs, 
but no workable alternative appears available. 

The Regulations that have been issued under section 863 are con- 
fusing in terms of their relationship to the statute.** However, 
analysis indicates three areas in which Regulations pertaining to 
the allocation or apportionment of items of gross income under sec- 
tion 863(a) have been issued: natural resources, transportation 
services, and telegraph or cable services. 

With regard to natural resources, the Regulations provide that 
‘‘income derived from the ownership or operation of any farm, 
mine, oil or gas well, other natural deposit, or timber, located within 
the United States, and from the sale by the producer of the products 
thereof within or without the United States, shall ordinarily be in- 
cluded in gross income from sources within the United States.’’ 1 
This language, which has appeared in the Regulations since 1922,'* 
presents an interesting contrast in theory when compared to the 
general rule of the source of income realized upon the purchase and 
sale of personal property, 7.e., that the place of sale governs. 

As noted above, in the purchase and sale situation the sale alone 
is considered the income-producing.activity, and the source of the 
income realized is determined accordingly. Evidently, where natu- 
ral resources are involved, production, not sale, is considered the 
income-producing activity for purposes of determining the source 


138 This is probably due to the fact that section 863 (1954) itself is somewhat confus- 
ing. Section 863(a), in addition to covering items of gross income, recites general rules 
for determining the source of taxable income in the case of items not covered by sec- 
tion 861 (1954) or section 862 (1954). Section 863(b) provides an alternative method 
of determining the source of taxable income in the ease of certain items of income con- 
sidered to be from sources partly within and partly without the United States. The source 
of taxable income in general aud under section 863(b) is discussed infra. The Regulations 
under section 863 are a curious mixture of rules covering the allocation of gross income 
under section 863(a) and rules governing the application of the alternative method of 
section 863(b) regarding the source of taxable income. 

134 Reg. Sec. 1.863-1(b) (1) (1957). This Regulation authorizes the apportionment of 
gross income under section 863(b) (1954), which pertains to the source of taxable income, 
if warranted by ‘‘ peculiar conditions of production and sale in a specific case or for other 
reasons.’’ Reg. See. 1.863—1(b) (2) (1957) further provides that if apportionment under 
Reg. See. 1.863-1(b) (1) (1957) does not result in a proper apportionment, the Commis- 
sioner may, for taxable years beginning after December 31, 1957, make such other appor- 
tionment as will, in his opinion, more clearly reflect the source of the income. 

135 See Reg. 62, Art. 326; I.T. 2440, VII-2 Cum. Buu. 282 (1928). 
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of income, even though without the sale no income would be realized 
and the terms of the sale will, in combination with other factors, 
such as costs, determine the extent of the income. In theory, of 
course, neither concept is correct. The gross income realized upon 
disposition of an asset is a function of two basic variables: the ad- 
justed basis of the assets in the hands of the taxpayer and the 
amount realized upon its disposition.*** Activities that serve to es- 
tablish either of these variables are equally ‘‘income-producing”’ 
activities and theoretically should be treated as such for purposes 
of determining the source of income. Where goods are manufac- 
tured and sold, this principle is recognized, and allocation of income 
between manufacturing and sale is authorized.” 

With regard to the business of transportation carried on between 
points in the United States and points without the United States, 
the Regulations set forth a detailed method of allocating the gross 
income resulting from the business to sources within and without 
the United States.*** In general terms, a portion of the total gross 
income from such transportation services is allocated to sources 
within the United States on the basis of the ratio of (1) the costs 
and expenses of carrying on the business in the United States plus 
a reasonable return on property used in the business in the United 
States to (2) the total costs and expenses of the business plus a 
reasonable return on the total property used in the business.’ It 
has been suggested that any allocation based upon costs or expenses 
is erroneous since, at least in terms of taxable income, earnings tend 
to increase as expenses decrease. This criticism, however, overlooks 


186 See I.R.C. §§ 1001 and 1002 (1954). 

187 One justification for the arbitrary rule in the case of purchase and sale is the diffi- 
culty of defining an acceptable basis for allocation. That is, there is no practical way to 
allocate the resulting income between the purchase and the sale. Cf. Tootal Broadhurst 
Lee Co. v. Comm’r, 30 F.2d 239 (2d Cir. 1929), cert. denied, 279 U.S. 861 (1929). With 
regard to natural resources, the feeling may be that interests therein are similar to in- 
terests in real property and should usually be treated as such in determining the source 
of income realized therefrom. 

138 Reg. Sec. 1.863-4 (1957). Transportation and other services are among the activi- 
ties for which section 863(b) (1954) expressly authorizes an alternative method of com- 
puting taxable income from sources within the United States, but no Regulations have 
been issued on this point. However, in the case of transportation services Reg. Sec. 1.863— 
4(g) (1957) does authorize allocation (presumably of taxable income) based upon the 
taxpayer’s books of account in certain cases. Note that sections 883 and 872(b) (1954) 
exclude from gross income earnings of ships under foreign flag and aircraft of foreign 
registry in cases where an equivalent exclusion is granted by the foreign country. 

139 See Reg. Sec. 1.863-4(a)-(g) (1957), I.T. 1570, II-1 Cum. BuLL. 127 (1923), and 
LT. 2098, III-2 Cum. Buty. 167 (1924), for the mechanics of making the allocation de- 
scribed. For a history of this problem prior to enactment of the Revenue Act of 1921, 
see 8 MERTENS, FEDERAL INCOME TAXATION § 45.43 (rev. ed. 1957). 
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the point that business expenses generally result in the production 
of income, just as does the use of business property. For that rea- 
son the allocation described above appears proper. 

The third area in which Regulations governing the allocation of 
gross income between sources within and without the United States 
have been issued covers the business of transmission of telegraph 
or cable messages between points within and without the United 
States. The Regulations provide: 1*° 

The gross income from sources within the United States derived from such 
services shall be determined by adding the gross revenues derived from mes- 
sages originating in the United States and amounts collected abroad on col- 
lect messages originating in the United States and then deducting from such 
sum amounts paid or accrued for transmission of messages beyond the tax- 
payer’s own circuit. Amounts received by the taxpayer in the United States 
with respect to collect messages originating without the United States shall 
be excluded from such gross income. 

The portion of the Regulations quoted above recognizes that the 
gross income with which it is concerned is essentially equivalent to 
compensation for services rendered and is designed to include as 
gross income from sources within the United States that received 
as compensation for services performed in the United States.™*? 


Source oF TaxaBLE INCOME 


In some instances it is necessary to determine the source of tax- 
able, as opposed to gross, income, as for instance, in computing the 
tax liability of non-resident aliens. and of foreign corporations 1 
and in computing the per-country limitation on the use of the for- 
eign tax credit.'*? For purposes of discussion, rules concerning the 
source of taxable income may be divided into two classes: first, 
rules of general application, and second, the special rules of section 
863(b) that may be used in the case of income from sources partly 
within and partly without the United States. 


GENERAL RULES 

The basic rules governing the source of taxable income are found 
in three brief and similar provisions of the statute. Section 861(b) 
provides: 


140 Reg. Sec. 1.863-5(b) (1957). 

141 See the discussion supra of sections 861(a) (3) and 862(a) (3) (1954). Cf. Helvering 
v. Boekman, note 81 supra. 

142 See sections 871, 872(a), and 873 (1954) with regard to non-resident aliens and see- 
tions 881 and 882 (1954) with regard to foreign corporations. 

143 Section 904(a) (1954) limits the use of the credit with regard to the taxes of each 
foreign country to the tax against which the credit is to be taken multiplied by the ratio 
which taxable income from sources within that country bears to total taxable income. 
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From the items of gross income specified in subsection (a) as being in- 
come from sources within the United States there shall be deducted the ex- 
penses, losses, and other deductions properly apportioned or allocated thereto 
and a ratable part of any expenses, losses, or other deductions which cannot 
definitely be allocated to some item or class of gross income. The remainder, 
if any, shall be included in full as taxable income from sources within the 
United States. 


Section 862(b) contains identical language with respect to taxable 
income from sources without the United States, and section 863(a) 
contains the same formula with regard to income the source of 
which is determined under that subsection. 

Thus, the general scheme of the statute is that all deductions are, 
if possible, to be allocated or tied to some item of gross income. 
Those deductions that cannot be so allocated are to be spread among 
the various items of gross income realized during the taxable year. 
In this way taxable income from sources within or without the 
United States may be computed. However, before turning to the 
manner in which allocation may be accomplished, two preliminary 
matters relating to the taxation of non-resident aliens and foreign 
corporations and to the limitation on the use of the foreign tax 
credit should be mentioned. 

Consideration of the general rule as to the source of taxable 
income leads to the conclusion that a deduction as such has no 
‘*source’’ for tax purposes independent of some item or items of 
gross income to or among which it is to be allocated or apportioned. 
Within limits, that conclusion is correct; but where non-resident 
aliens are involved, there are statutory exceptions that appear to 
contemplate an independent source for certain deductions as fol- 
lows: 

(1) Section 871(a)(2) speaks of ‘‘losses, allocable to sources 
within the United States’’ from the sale or exchange of capital as- 
sets by a non-resident alien.’** 

(2) Section 873(b) (1) provides in effect that losses incurred by a 
non-resident alien in a transaction entered into for profit, allowed 
as deductions by section 165(c) (2), are to be treated in full as from 
sources within the United States in cases where the profit, ‘‘if such 
transaction had resulted in a profit, would be taxable’’ in the United 
States. 


144 This provision is applicable to non-resident aliens not engaged in trade or business 
in the United States and receiving gross income of not more than $15,400 from sources 
within the United States. The same language is incorporated by reference in section 
871(b) (1954), which is applicable to such aliens who receive more than $15,400 gross 
income from sources within the United States. 
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(3) Section 873(b)(2) provides in effect that casualty and theft 
losses incurred by a non-resident alien, allowed as deductions by 
section 165(c)(3), are to be treated in full as from sources within 
the United States in cases where ‘‘the loss is of property within the 
United States.’’ 

(4) In the case of non-resident aliens, charitable contributions to 
domestic charities (section 170) and a single personal exemption 
(section 151) are treated under section 873(¢) and (d) in full as de- 
ductions from sources within the United States.’ 

Exceptions (2), (3), and (4) above are arbitrary rules, designed 
to allow deductions in full in cases where it appears as a matter of 
general equity that a deduction should be attributed entirely to 
United States sources.™* The first exception, requiring the assign- 
ment of a source to losses realized upon the sale or exchange of cap- 
ital assets, is also a matter of fairness. The United States is willing, 
and quite rightly so, to tax a non-resident alien, temporarily present 
in the United States, on a $100 capital gain realized from sources 
within the United States, in spite of the fact that he realized a loss 
of $900 on the sale of capital assets abroad in the same year. Move 
the $900 loss to the United States, however, and the tax on the $100 
gain, a tax on gross income, begins to appear inequitable. It follows 
that for purposes of this exception the criteria that govern the 
source of a gain should also govern the source of a loss. That is, the 
place of sale or exchange should gavern.'** 

In the ease of non-resident aliens and foreign corporations, there 


145 A similar provision appears in section 882(c)(3) (1954), which provides for the 
deduction in full of charitable contributions made by resident foreign corporations re- 
gardless of whether the recipient charity is domestic or foreign. Cf. I.R.C. § 170(e) (2) 
(1954). 

146 Under the second exception—losses incurred in transactions entered into for profit 
—it may not be possible in each case to determine whether the profit, if any, would have 
been treated as income from sources within the United States and thus taxable here. For 
instance, suppose a non-resident alien purchased an item of heavy machinery in the United 
States hoping to sell it in a foreign country at a profit. Because of import restrictions or } 
other difficulties abroad he is forced to abandon the machinery on the dock in the United 
States. Clearly, he has realized a loss. The profit from the transaction as contemplated 
would not have been from sources within the United States, yet it would seem that the 
loss should be deductible since the entire transaction as carried out took place in the 
United States. If the machinery had been sold for scrap in the United States, a case would 
be presented where profit on the transaction as contemplated (sale abroad) and as carried 
out (sale in the United States), always assuming a profit had been realized, would lead to \ 
different results. No authority on these problems has been found, and it appears that a 
degree of speculation is required in some cases in fixing the source of a loss as the place 
from which the profit, if any, would have been realized. 

147 See discussion supra of sections 861(a) (6) and 862(a)(6) (1954). 
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is a further qualification of the general rules, to be discussed be- 
low, in that deductions are allowed ‘‘only if and to the extent that 
they are connected with income from sources within the United 
States.’’ #8 This connection ‘‘having been established,’’ a deduction 
may be allocated in whole or in part to gross income from sources 
within the United States under the general allocation rules.'*® It is 
not clear, however, whether there is a distinction to be drawn be- 
tween a deduction that is properly allocable in full to an item of 
gross income from sources without the United States and a deduc- 
tion that is not ‘‘connected with’’ income from sources within the 
United States.?° 

The second preliminary matter mentioned above is the limitation 
on the use of the foreign tax credit. That limitation, found in section 
904(a), depends in large measure upon taxable income received 
from sources within a given foreign country. On this score the stat- 
ute is silent, dealing only in terms of income from sources within 
and without the United States. The Regulations, however, do con- 
tain the following :™4 


The principles applied in §§ 1.861-1 to 1.863-5, inclusive, for determining 
the gross and the taxable income from sources within and without the United 


148 I.R.C. §§ 873(a) and 882(c) (2) (1954). The special rules set forth in (2), (3), and 
(4) (pp. 453-454 supra) as to the ‘‘source’’ of certain losses are exceptions to this re- 
quirement. These sections provide also that the proper apportionment or allocation of de- 
duetions is to be governed by sections 861 through 864 (1954) and the Regulations 
thereunder. 

149 In De Nederlandsche Bank, 35 B.T.A. 53, 60 (1936), the Board of Tax Appeals 
stated: ‘‘The applicable statute . . . allows deductions ‘only if and to the extent 
that they are connected with income’ within the United States. The remainder of the 
statute allowing a ratable part of items which can not definitely be allocated does not 
purport to be based on any other premise. The concept underlying this provision is that 
some part of such items is related to the earning of income within the United States. This 
relationship to the income within the United States must be apparent, although the de- 
termination of the amount may be left to more or less arbitrary allocation. .. .’’ 

150 In other words, is it possible for a deduction to be ‘‘connected with’’ United States 
income but properly allocable entirely to gross income from sources without the United 
States? Presumably, it is not, but this leads to the conclusion that the ‘‘connection’’ re- 
quirement adds nothing to the statute. In Ferro Enamel Corp., P-H B.T.A. Mem. Dec. § 
42,107, the Board of Tax Appeals stated that it ‘‘is not entirely clear’’ that the ‘‘con- 
nection’’ requirement and the general rules of allocation ‘‘ must necessarily have the same 
construction.’’ It may be that the ‘‘connection’’ requirement works only as a procedural 
device, preventing any allocation of deductions that cannot definitely be allocated unless 
the taxpayer establishes the required connection. See Fajardo Sugar Co. of Porto Rico, 
20 B.T.A. 980 (1930). 

151 Reg. Sec. 1.863-6 (1957). In the case of interest and dividends, these principles may 
result only in determining that an item of gross income is from sources within or without 
a given foreign country, without any indication of more definite source. See I.R.C. § 861 
(a) (1) (B) and (2) (1954). 
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States shall be applied, for purposes of the income tax, in determining the 
gross and the taxable income from sources within and without a foreign 
country, or within and without a possession of the United States. 


Prior to promulgation of the above Regulation under the 1954 
Code, a question had arisen as to the source of dividend income 
realized from a foreign corporation under circumstances where a 
corporate domestic recipient might be allowed a credit for foreign 
taxes paid by the foreign corporation or its foreign subsidiary but 
‘‘deemed paid’’ by the recipient.’** In 1952, the Internal Revenue 
Service ruled that for purposes of the limitation on the use of the 
foreign tax credit, dividends received from a foreign corporation 
and covered by section 902 would be deemed to be from sources 
within the country of incorporation of the corporation paying the 
dividend.*** This ruling, which is directly contrary to the Regula- 
tion quoted above, is justified as a matter of administrative neces- 
sity.°* Without such a rule, however, application of the credit for 
foreign taxes deemed paid by a domestic corporation would be 
chaotic. 

With the exception of the special rules noted above, the source of 
taxable income is generally computed by a process of allocating 
allowable deductions to certain items of gross income whose source 
has been determined and by prorating allowable deductions that 
cannot be so allocated. On this score the statute is silent, except to 
demand that deductions be ‘‘properly apportioned or allocated.’’ 
The Regulations offer some aid, but: not much, in providing the fol- 
lowing guides to be used in computing taxable income from sources 
within the United States: 

(1) Deductions that cannot definitely be allocated to some items 
of gross income are to be apportioned on the basis of the ratio of 
gross income from sources within the United States to total gross 
income. 


152 See I.R.C. § 902(a) and (b). 

153 T.T. 4089, 1952-2 Cum. Buu. 142. The ruling also stated that foreign taxes paid 
by the foreign corporation (or by its section 902(b) (1954) subsidiary) should be deemed 
to have been paid to the same country. 

154 A similar problem that remains unresolved is the source of interest payment from 
foreign corporations and dividends from foreign corporations where the stock ownership 
rules of section 902 (1954) are not satisfied. For example, assume that a citizen or do- 
mestie corporation invests in the stock (less than ten per cent) and bonds of a foreign 
corporation formed under the laws of country X that earns 90 per cent of its gross income 
in country Y. Assume further that X withholds a 30 per cent tax on all dividend and in- 
terest payments. Presumably no foreign tax credit would be allowed, since the withholding 
taxes would be paid to country X while the income received would be from sources with- 
out X. I.R.C. § 861(a)(1)(B) and (2)(A) (1954); Reg. Sec. 1.863-6 (1957). 

155 Reg. Sec. 1.861-8 (1957). See also Reg. Sees. 1.862-1(b) and 1.863-1(¢) (1957). 
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(2) Deductions, where otherwise allowable, for personal exemp- 
tions are to be allowed in full, 7.e., allocated entirely to gross income 
from sources within the United States (except for purposes of the 
per-country limitation on use of the foreign tax credit). 

(3) No deduction allocable to the production of any item of ex- 
empt income is to be considered. 

The Regulations also state that the special deductions allowed by 
section 241, including the deductions allowed for dividends received, 
and by section 922, the special deduction for Western Hemisphere 
trade corporations, ‘‘shall be taken into account’’ for purposes of 
computing taxable income from sources within the United States. 
What this means is not entirely clear. In the case of the Western 
Hemisphere trade corporation deduction, the Internal Revenue 
Service has ruled that since the ‘‘deduction is computed on the tax- 
able income of the corporation, including any income from sources 
within as well as without the United States, such deduction should 
be apportioned or allocated’’ on the basis of gross income from 
sources within and without the United States in computing taxable 
income from sources within the United States.** The theory of that 
ruling indicates that the deduction for dividends received should be 
allocated entirely to gross income from sources within the United 
States, z.e., to the dividend income supporting the deduction, since it 
is computed on the basis of that income only.”’ What authority 
there is indicates that this theory is to be followed."** 

The allocation of the dividends received deduction entirely to 
gross income from sources within the United States leads to pe- 
culiar results where expenses that cannot definitely be allocated as 


156 Rey. Rul. 58-56, 1958-1 Cum. BuLL. 335. 

157 Along the same Lie, tax lawyers have speculated about the taxation of a foreign 
**tax haven’? or ‘‘ base country’’ corporation the only business of which was trading and 
investing in the common stocks of domestic corporations. Assuming that that trade or busi- 
ness was carried on in the United States and that only dividend income was received, it 
appears that the United States corporate tax could not exceed 7.8 per cent of gross in- 
come. As a practical matter, expenses would probably reduce taxable income to a negli- 
gible amount. Had the foreign corporation avoided conducting its trade or business here, 
it would have been faced with a 30 per cent withholding tax on its gross income. Under 
the statute there appears to be no way of avoiding this incongruous result, unless it may 
be said that the deduction for dividends received, although properly allocable in full to 
the dividends received, is not ‘‘connected with’’ gross income from sources within the 
United States, i.e., with the dividends. See I.T, 2792, XIII-1 Cum. BuLL. 85 (1934). 

158 In London & Lancashire Insurance Co., Ltd., 34 B.T.A. 295 (1936), the Board of 
Tax Appeals, speaking of deductions allowed for dividends received, noted that ‘‘ these 
items must be matched against the particular items of gross income to which they relate, 
which, of course, is the identical item included in gross income.’’ See also Third Scottish 
American Trust Co., Limited v. United States, 37 F.Supp. 279 (Ct.Cl. 1941); Rev. Rul. 
58-310, 1958-2 Cum. BULL. 
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to source are apportioned on the basis of gross income. In practical 
effect, only 15 per cent of domestic dividends are included in gross 
income, but that 15 per cent weighs in at 100 per cent when allocat- 
ing expenses on the basis of gross income.’*® Tax-exempt interest, 
on the other hand, does not enter into the computation at all.’ The 
fact is that the whole theory of the gross-income allocation of gen- 
eral expenses is not only obscure—there is almost no authority on 
difficult problems in this area—but is also capable of producing ca- 
pricious results. The Internal Revenue Service realizes this and has 
expressed concern: 7% 


... that a foreign corporation doing business in the United States and 
in other countries and receiving a substantial income from sources within 
the United States might sustain losses from its operations elsewhere to such 
an extent that to determine deductions on a strictly ratable basis would re- 
sult in an unreasonable apportionment thereof, and might even offset the 
United States income completely, with the result that no tax whatever would 
be paid to the United States. .. . 


However, where general expenses cannot be allocated to income 
from a certain source, no workable substitute for allocation on the 
basis of gross income has been devised. 

The remaining question in this area concerns the circumstances 
under which a deduction may be ‘‘properly”’ allocable to a certain 
source of gross income, so that allocation on the basis of gross in- 
come may be avoided.'’® It will usually be clear as an accounting 


159 The Internal Revenue Service has successfully avoided this result in the case of 
foreign insurance companies, other than life or mutual. There 85 per cent of dividends re- 
ceived is excluded from gross income from sources within the United States, but is in- 
eluded in total gross income in allocating general expenses. This procedure is justified by 
section 832(e) (1954), which provides that nothing in the provisions regarding deductions 
for such companies ‘‘shall permit the same item to be deducted more than once.’’ The 
thought is that to allow the 85 per cent deduction in full in computing taxable income from 
sources within the United States and to allow 100 per cent of domestic dividends in allo- 
eating general expenses has the effect of allowing the same deduction twice. See Rev. Rul. 
55-532, 1955-2 Cum. BuLu. 592. 

160 In cases where such interest is taxable abroad, Rev. Rul. 55-532, note 159 supra, 
indicates that it should be included as an item of total gross income, but not from sources 
within the United States, in allocating foreign taxes paid. 

161 Palatine Insurance Co., Ltd., 4 T.C. 239, 243 (1944). The quoted passage is cer- 
tainly correct, and some attempt has been made to adjust the result in favor of the tax- 
payer or the Government in difficult cases. For instance, where a Canadian corporation 
received tax-exempt dividends from sources within Canada and taxable interest from 
sources within Canada and within the United States, it was decided that the deduction 
for Canadian taxes should be allocated on the basis of the source of interest income alone. 
G.C.M. 3983, VII-1 Cum. Butt. 171 (1928). 

162 Note that merely because expenses are not shown to be directly allocable to a cer- 
tain source, it does not follow that allocation will be made on the basis of gross income. 
The taxpayer evidently has the burden of proving that (1) the expenses are allocable to 
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matter when expenses are properly chargeable to a given source of 
income and will be equally clear that deductions such as that for 
medical expenses are not properly allocable to any items of in- 
come.’ Losses, however, present a problem in scme cases. 

In Ferro-Enamel Corp.,'* a domestic corporation purchased stock 
of a Canadian mining corporation in order to obtain a supply of 
raw material. When that stock became worthless, the domestic cor- 
poration became entitled to a deduction. The issue was whether that 
deduction was properly allocable to income from sources within or 
without the United States. The board held that the deduction was 
allocable to income from sources within the United States, since the 
investment had been made to obtain a supply of raw material for a 
domestic business and not for the production of dividends from 
sources within Canada. The Court of Appeals reversed the Board 
with the following comments: 1” 

. .. The loss grows out of an activity or use of property and the situs of 
the loss is not transferred to the home of the respondent because respondent 
wished to obtain a source of raw material. 

The case should be viewed and decided in the same light as if respondent 
had purchased a cobalt mine in Canada and had sustained a loss in its opera- 
tion. Under these circumstances, it would clearly be a loss sustained from 
sources without the United States. 


The theory of the Court of Appeals, which completely ignores the 
separate corporate entity of the Canadian corporation, is hard to 
accept. It has been followed, however, in a case involving a war loss 
on the stock of a German subsidiary of a domestic corporation.’ 
These cases, of course, raise the question of the proper allocation 
of the deduction where stock in a foreign corporation is sold at a 
loss, and on this point no authority has been found.’* 


gross income from sources within the United States or (2) that allocation on the basis of 
gross income is proper. Failing in this, such expenses may be presumed to be allocable to 
gross income from sources without the United States. Fajardo Sugar Co. of Porto Rico, 
20 B.T.A. 980 (1930). See also Balfour, Williamson & Co., Ltd., 1 TCM 852 (1943). 

163 See International Standard Electric Corp. v. Comm’r, 144 F.2d 487 (2d Cir. 1944). 
Cf. Rev. Rul. 56-514, 1956-2 Cum. But. 499. 

164 P-H B.T.A. Mem. Dec. § 42,107, rev’d, 134 F.2d 564 (6th Cir. 1943). 

165 Id. at 566. 

166 The Torrington Company v. United States, 149 F.Supp. 172 (Ct.Cl. 1957), where 
the Court noted that ‘‘[t]his might well be termed a loss due to the risk of doing business 
in a foreign country and which was calculated to produce income. This seems little dif- 
ferent from any other business venture that may or may not have profitable results.’’ 

167 Cf. Royal Insurance Co., Ltd., 38 B.T.A. 955 (1938), and Stockholms Enskilda Bank, 
40 B.T.A. 107 (1939), involving the issue of whether deductions were ‘‘connected with 
income from sources within the United States.’’ On the same point, see United States v. 
Algemene Kunstzijde Ceuie N.V., 226 F.2d 115 (4th Cir. 1955), cert. denied, 350 U.S. 
969 (1956), 
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As stated above, section 863(b) provides an alternative method 
for determining the sources of taxable income in the case of ‘‘ gross 
income derived from sources partly within and partly without the 
United States.’’ For such income the statute provides: 

... the taxable income may first be computed by deducting the expenses, 
losses, or other deductions apportioned or allocated thereto [i.e., to the gross 
income from sources partly within and partly without the United States] 
and a ratable part of any expenses, losses, or other deductions which cannot 
definitely be allocated to some item or class of gross income, and the portion 
of such taxable income attributable to sources within the United States may 
be determined by processes or formulas of general apportionment prescribed 
by the Secretary or his delegate. 


Section 863(b) further provides that income from the following 
activities shall be treated as derived from sources partly within 
and partly without the United States: 

(1) Transportation or other services rendered partly within and 
partly without the United States; 

(2) The sale of personal property produced, in whole or in part, 
by the taxpayer within and sold without the United States, or pro- 
duced, in whole or in part, by the taxpayer without and sold within 
the United States; and 

(3) The purchase of personal property within a possession of the 
United States and its sale within the United States. 

Thus, section 863(b) contemplates taxable income as a starting 
point in the case of the income described above.'® However, it ap- 
pears from the statute that as a practical matter section 863(b) will 
be available only in cases where appropriate Regulations have been 
promulgated. At the present time Regulations are available with 
respect to items (2) and (3) above. 

As pointed out earlier, the rule regarding the purchase of per- 
sonal property within a possession of the United States, as in (3) 
above, is the result of two amendments of the statute, one in 1926 
and a second in 1938. In 1926 concern was expressed that operation 
of the general place-of-sale test for determining the source of in- 
come realized from the sale of personal property resulted in double 


168 Because of this, it may be necessary first to apply the general rules for the deter- 
mination of the source of taxable income in order to isolate taxable income allocable to 
sources partly within and partly without the United States. Where the only gross income 
realized is from such sources, this first step is not necessary. It is not clear from the 
statute whether the three enumerated classes of gross income are the only types for which 
the procedure of section 863(b) (1954) may be used, but the Regulations indicate that 
the statutory classification is exclusive, Reg. Sec, 1.863-2 (1957), 
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taxation where the property was purchased in a possession and sold 
in the United States or purchased in the United States and sold ina 
possession. Accordingly, the 1926 Act provided that such income 
should be treated as derived from sources partly within and partly 
without the United States.’ In the 1938 Act it was provided that 
income from the sale of personal property in a possession following 
purchase in the United States should be treated in full as derived 
from sources without the United States.1 This 1938 amendment 
was designed to allow more taxpayers to take advantage of a statu- 
tory advantage requiring that a certain portion of gross income be 
from sources within a possession of the United States.*™ 

Under the present Regulations, where personal property is pur- 
chased in a possession and sold in the United States, the resulting 
taxable income, to be predetermined under the general allocation 
rules, is allocated as to source between the possession and the 
United States on the basis of the ‘‘business of the taxpayer.’’ 1” 
The ‘‘business of the taxpayer”’ is defined as the sum of expenses, 
purchases, and gross sales within the possession or the United 
States attributable to the purchases and sales underlying the tax- 
able income to be allocated.’ 

The problem of the manufacture, as opposed to purchase, and 
sale of personal property dates back to the Revenue Act of 1921. 
At that time Congress declared that the pre-1921 law was ‘‘both 
obscure and economically unsound, inasmuch as the Attorney Gen- 
eral has held that where goods are manufactured or produced in 
the United States and sold abroad, no part of the profit is derived 
from a source within the United States.’’ ** Thus the concept was 
established that manufacturing is an income-producing activity.’ 


169 H.R. Rep. No. 1, 69th Cong., 1st Sess. 8 (1925), points out that ‘‘Puerto Rico, for 
example, taxes the income from the sale of its tobacco in the United States and the 
United States also taxes the income from such sale. The result is that income taxes are 
imposed upon 200 per cent of such income. After negotiations with the representatives of 
the Puerto Rican Government, the Treasury Department agreed to recommend to Con- 
gress that a provision should be enacted permitting the allocation of income from such 
transactions between the United States and Puerto Rico for the purpose of the impo- 
sition of income taxes. The amendment proposed . . . is incorporated to carry out this 
recommendation, and extends the same to cover such transactions between the United 
States and any of its possessions.’’ 

170 See note 111 supra with regard to the 1938 amendment. 

171 See I.R.C. § 931(a) (1) (1954). 

172 Reg. Sec. 1.863-3(¢) (4) (1957). 

173 Presumably the possessions allow the use of a similar allocation formula to carry 
out the purpose of the 1926 amendment. 

174 §, Rep. No. 275, 67th Cong., 1st Sess. 16 (1921). 

175 For a history of this problem prior to the enactment of the Revenue Act of 1921, see 
8 MERTENS, FEDERAL INCOME TAXATION § 45.42 (1957). 
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The Regulations providing for allocation of taxable income where 
goods are manufactured and sold are too involved to be summarized 
here, except to note that the Internal Revenue Service is willing to 
treat the over-all transaction as though the property had been sold 
by the manufacturing branch to the selling branch of a business 
where those branches are located in different countries, and the tax- 
payer is able to establish an independent factory or production 
price for the property.’ 


Trusts, Estates, AND PARTNERSHIPS ; 
ConbDuITS FoR THE Source oF INcoME 


Attention here is focused upon whether, and to what extent, 
items of gross income retain their source for tax purposes when 
passed through a trust, estate, or partnership.’ To conform to the 
general statutory pattern, trusts and estates and partnerships will 
be considered separately. 


Trusts aND Estates 


The statute provides that amounts included in the gross income 
of the beneficiary of a trust ‘‘shall have the same character in the 
hands of the beneficiary as in the hands of the trust.’’ ** Both the 
legislative history of the 1954 Code and judicial decisions make it 
clear that the ‘‘character’’ of an amount received by a beneficiary 
includes its source.’*® Where items of income from different sources 
are received by the trustee, the statute provides that amounts in- 
cluded in the gross income of a beneficiary ‘‘shall be treated as con- 
sisting of the same proportion of each class of items entering into 
the computation of distributable net income of the trust as the total 
of each class bears to the total distributable net income of the trust, 
unless the terms of the trust specifically allocate different classes of 
income to different beneficiaries.’’ '*° 

That portion of the statute indicates that it is possible to allocate 
by the terms of the governing instrument income from a given 


176 Reg. Sec. 1.863-3(b) and (c) (1) through (3) (1957). 

177 Trusts, estates, and partnerships do not present the only instances where the source 
of income may be passed through a legal entity. See, for instance, section 584 (1954) 
(common trust funds) and sections 851 through 855 (1954) (regulated investment com- 
panies). 

178 I.R.C. §§ 652(b) and 662(b) (1954). 

179 §. Rep. No. 1622, 83d Cong., 2d Sess. 347, 350 (1954) ; Bence v. United States, 18 
F.Supp. 848 (Ct.Cl. 1937) ; I.T. 1642, II-1 Cum. Bu... 81 (1923). 

180 I.R.C. § 652(b) (1954). A similar provision is contained in section 662(b) (1954). 
For an allocation problem involving income received by a trust from foreign and domestic 
sourees, see Muir v. Comm’r, 182 F.2d 819 (4th Cir. 1950). 
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source to a certain beneficiary, for instance, income from sources 
without the United States to a non-resident alien beneficiary. The 
Regulations, however, purport to restrict to some extent the opera- 
tion of the statute.’*' They state that allocation by the governing in- 
strument will be effective ‘‘only to the extent that it has an economic 
effect independent of the income tax consequences of the alloca- 
tion.’’ The thrust of this limitation is not clear.'** 

There is one exception to the general rule that the source of in- 
come passes through a trust or estate. This involves section 861(a) 
(1)(A), which provides that ‘‘interest on deposits with persons 
carrying on the banking business paid to persons not engaged in 
business within the United States’’ does not constitute income from 
sources within the United States. Where funds are so deposited by 
a trustee who distributes the interest received to a beneficiary, sec- 
tion 861(a)(1)(A) does not apply to the beneficiary, since the funds 
deposited are not held by the bank for or in the name of the tax- 
payer. Although this rule is supported by significant authority, it 
does not appear justified by the statute."** 


PARTNERSHIPS 


Section 702(b) provides that the character of any item of gross 
income received by a partnership and included in a partner’s dis- 
tributive share ‘‘shall be determined as if such item were realized 
directly from the source from which realized by the partnership.’’ 
As in the ease of trusts and estates, it is clear that the ‘‘character’’ 
of an item of income includes its source.’** Section 704 in turn pro- 
vides that a partner’s distributive share of any item of income may 


181 Reg. See. 1.652(b)-2(b) (1956). 

182 The Regulations point out that a direction to the trustee to pay to a beneficiary 
each year $10,000, to be paid out of income received from foreign sources to the extent 
available, would not meet the statutory requirement of allocation of a specific class of in- 
come. Evidently it is necessary to direct payment of all or a definite part of foreign source 
income, whatever it may be, to the beneficiary in order to achieve ‘‘ economic effect’’ inde- 
pendent of tax consequences. 

183 G.C.M. 9156, X-1 Cum. BuLL. 166 (1931), states that section 861(a)(1)(A) (1954) 
was designed to ‘‘encourage deposits in American banks by nonresident aliens,’’ but 
adds that such deposits ‘‘ usually arise in some business transaction and the inserted clause 
was intended to further foreign and international trade.’’ If such was the intention, it is 
not evident from the statute or its legislative history. See Vondermuhll v. Helvering, 75 
F.2d 656 (D.C. Cir. 1935). Cf. City Bank Farmers Trust Co. v. Pedrick, 168 F.2d 618 
(2d Cir. 1948). See also Rev. Rul. 59-245, 1959 Int. Rev. Buty. No. 30, at 14, which 
points out that section 861(a)(1)(A) (1954) does apply to interest paid to the grantor 
of a grantor trust under section 671 (1954). 

184 See Craik v. United States, 31 F.Supp. 132 (Ct.Cl. 1940), involving a non-resident 
alien member of a partnership receiving income from sources within and without the 
United States. 
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be determined by the partnership agreement, so long as the prin- 
cipal purpose of this part of the agreement is not the evasion or 
avoidance of United States income tax.'*® 

The difficulty is to determine the point at which the principal pur- 
pose of an allocation of income in the partnership agreement on the 
basis of source becomes a matter of tax evasion or avoidance. The 
Committee on Finance commented on this as follows: 1** 

Where, however, a provision in a partnership agreement for a special allo- 
cation of certain items has substantial economic effect and is not merely a 
device for reducing the taxes of certain partners without actually affecting 
their shares of partnership income, then such a provision will be recognized 
for tax purposes. For example, a partnership agreement whereby a member 
of the firm who is resident in Puerto Rico is to receive a percentage of the 
income derived from sources within Puerto Rico which is greater than his 
distributive share of partnership income generally, will be recognized for tax 
purposes. 


This excerpt indicates that allocation of all or part of the income 
realized from a given source may be allocated to one partner, but 
again the Regulations indicate that caution is in order. They state 
that all the surrounding facts and circumstances must be consid- 
ered, including the ‘‘ business purpose,’’ if any, for the allocation.'** 


CoNCLUSION 


The foregoing review of the source-of-income rules not only illus- 
trates that this area of the tax law may be a very complicated mat- 
ter, but also points out that in some instances those rules are 
unnecessarily arbitrary or, what is worse, so uncertain in their ap- 
plication that intelligent tax planning is impossible. 

For the most part, the source-of-income rules have remained un- 
changed since enacted as a part of the Revenue Act of 1921. Their 
primary function is one of definition, in that they serve as a means 
for achieving various tax policies. The problem is that those tax 
policies are founded upon different considerations, and in some 
cases the source-of-income rules reflect this by attempting to accom- 
plish too much."** Of course, it would not be practical to enact one 
set of source-of-income rules for the foreign tax credit, another for 
taxation of non-resident aliens and foreign corporations, ete., and 


185 For years prior to those governed by the 1954 Code, see G.C.M. 17255, XV-2 Cum. 
BULL. 243 (1936) ; Rev. Rul. 57-138, 1957-1 Cum. BuLL. 543. 

186 §, Rep. No. 1622, 83d Cong., 2d Sess. 379 (1954). 

187 Reg. Sec. 1.704—1(b) (2) (1956). 

188 This is especially true of the rules relating to the source of dividend income. 
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for that reason there is little likelihood of any substantial change in 
sections 861 through 864 in the foreseeable future.’*® 





Addendum. Since the preceding article was written, two develop- 
ments have occurred that deserve mention in a discussion of the 
source of income. The first of these is the promulgation of Rev. Rul. 
60-278, 1960 Int. Rev. Bull. No. 34, at 14, clarifying I.T. 3902, 1948-1 
Cum. Bull. 64. I.T. 3902 states that gain realized from the payment 
of insurance proceeds by a domestic insurance company as a result 
of the loss of goods in transit between the United States and Cuba 
constitutes income from sources within the United States. By way 
of clarification Rev. Rul. 60-278 adds that the residence (domestic 
or foreign) of the insurer is immaterial to a determination of the 
source of such income. The theory of this ruling is that ‘‘the situs 
of the property at the time of the loss determines the source of the 
gain’’ and that ‘‘the general principle of law is that the situs of 
goods in transit remains as their original situs until they have ac- 
quired a permanent situs elsewhere.”’ 

The importance of Rev. Rul. 60-278 is not confined to the lim- 
ited area of insurance proceeds, but lies in the fact that the theory 
of the ruling would seem to be applicable to gain realized from the 
sale of goods as well. Many export sales are arranged so that title 
to the goods passes at a foreign port in a jurisdiction other than the 
country of final destination. In cases of this sort the contention may 
be made that the source of gain realized from the sale is governed 
by the ‘‘original situs’’ of the goods and that accordingly the gain 
is from sources within the United States. So applied, Rev. Rul. 
60-278 would represent an important qualification of the passage 
of title test. 

The second development of note is the passage by Congress of 
H.R. 10960, which at the date of publication is awaiting the Presi- 
dent’s signature. Section 3 of this bill would amend sections 243 


189 One area that is expanding and probably will continue to do so lies in the tax 
treaties in effect between the United States and various foreign jurisdictions. As a gen- 
eral rule, these treaties do not set forth any criteria as to the source of income, and for 
that reason no mention of the treaties has been made here. However, see Convention With 
Japan for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, T.I.A.S. No. 3176 (1955). 
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and 861(a)(2) in the following respects with regard to dividends 
received after December 31, 1959: Section 243 would be amended 
_to allow a full 85 per cent deduction for dividends received from a 
foreign corporation where such dividends are declared from earn- 
ings and profits accumulated by a domestic corporation subject to 
Federal income tax; and section 861(a)(2) would be amended to 
provide that such dividends are to be treated as income from sources 
within the United States. 

A detailed analysis of how these amendments will operate is be- 
yond the scope of this addendum. Suffice it to say that they will 
further complicate what, as indicated in the preceding article, is 
now an unduly complicated scheme for determining the source of 
dividend income. It appears that section 3 of H.R. 10960 was de- 
signed to give relief in a situation where neither a dividends re- 
ceived deduction nor a foreign tax credit would be available; that 
is, the ease where dividends are declared by a foreign corporation 
out of earnings and profits on which no foreign taxes were paid. 
Interestingly, no provision similar to the 20 per cent test of section 


861(a)(2)(B) was included. 
t. RK. D. 
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Income Apportionment of Unitary Public 
Utility Corporations 


JOHN A. WILKIE 


ge proposed Uniform Division of Income for Tax Purposes Act 
does not cover the activity of public utilities.? A public utility is de- 
fined as ‘‘any business entity which owns and operates for public 
use any plant, equipment, property, franchise, or license for the 
transportation of goods or persons or the production, storage, 
transmission, sale, delivery or furnishing of electricity, water, 
steam, oil, oil products or gas.’’? It was noted that each state may 
wish to enact separate legislation to apportion and allocate the in- 
come of taxpayers subject to the control of its regulatory bodies.* 

The 1951 Final Report of the Committee on Tax Situs and Allo- 
cation of the National Tax Association provided in Rule 2 that 
‘‘Net income from . . . public utility activities shall be allocated to 
a state by means of separate accounting; provided, however, that 
there shall be an adjustment for the contributions made to the pro- 
duction of such net income by headquarters activities of an inter- 
state character. Such adjustment shall be made by deducting from 
the net income allocated to the state that portion of the entire in- 
come of the taxpayer represented by the ratio of headquarters 
payroll within the state to total payroll.’’ * 

The Committee stated: ‘‘ With respect to public utility activities 
(other than transportation and communication) it was found that 
practically all of them are presently subject to strict state super- 
vision entailing the use of separate accounting systems, which are 
regularly and carefully audited by the public service commissions of 
the various states.’’ ° The Committee went on further to provide the 
method of handling headquarters personnel.® 

John A. Wilkie (B.A., 1940; M.A., 1950; Ph.D., 1956, University of Wisconsin) is Tax 
Research Associate with the Department of Taxation, State of Wisconsin, Madison. 

1 UNIFORM DIvISION OF INCOME FoR Tax Purposes Act § 2; 35 Taxes 631 (1957). 

2 UnIFoRM DIvisIon or INCOME FoR TAX Purposes Act § If. 

aepidiiaa or 44TH ANNUAL CONFERENCE ON TAXATION OF NTA 459 (1951). 


5 Ibid. 
637 TAXES 941 (1959). 
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This article deals with some types of public utility corporations 
that are operating on a multi-state basis, are unitary in character, 
and for which separate accounting even with an adjustment for 
headquarters personnel is inappropriate. These are corporations 
engaged in the motor carrier business (bus and truck operations), 
pipeline business, telephone and telegraph business, airline busi- 
ness, railroad business, water transportation, and power business. 


Unrrary Motor Carrier Business 


Where a taxpayer is engaged in transporting passengers and/or 
freight by highway over a route extending into two or more states, 
there is a unitary motor carrier or trucking business. Various ap- 
portionment formulas have been used by the states to apportion the 
net apportionable income of such businesses.’ The divergence of 
methods used is not only a burden in terms of compliance and ad- 
ministration costs, but they may result in under- or over-taxation 
of the taxpayer’s net apportionable income. The allocations may 
also not be as equitable as they should be or can be within the limits 
of workability. 

In choosing the factors to be included in the apportionment for- 
mula for such unitary motor carrier business, it should be kept in 
mind that the net income tax is not a tax on the taxpayer’s highway 
use but upon the taxpayer’s net income attributable to or derived 
from sources within the taxing state. Net income is dependent not 
only upon line haul operations but also upon terminal operations. 
And in addition to the activities performed as such by the taxpayer, 
there is the place of origin of the effective demand for the transport 
service. It is submitted, therefore, that the apportionment formula 


7 For example, separate accounting involving the allocation of gross operating revenues 
and operating expenses on a mileage basis is used in Arkansas and Missouri. A mileage 
basis is used in Connecticut and North Carolina. Revenue-passenger miles and revenue-ton 
miles are used in Mississippi. A property formula of undepreciated fixed assets may also 
be used in Missouri. A gross receipts formula is used in Iowa (gross receipts taken on a 
miles traveled basis) and South Carolina. A gross receipts and mileage formula is used in 
Tennessee. A property and gross receipts formula is used in Colorado and Louisiana (mo- 
bile equipment is allocated by mileage and traffic density). Property, payroll, and sales 
(or gross receipts) with special allocation provisions are used in Arizona, California, Ken- 
tucky, Minnesota, Oklahoma, Oregon, and Utah. Property and business (wages plus pur- 
chases plus receipts) are used in North Dakota. The formula is specified by the commis- 
sioner in Georgia. There is no special provision in other states. In Wisconsin (based on 
returns from 1950 through 1953), the taxpayers have used various methods of separate 
accounting: mileage; property, payroll, and revenue; property and payroll; property, 
and originating and terminating tonnage; ton miles; property, mileage, and sales; equip- 
ment, payroll, and sales; or property, cost of manufacture, and sales factors. Auditors 
were using a ton-mile basis. 
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should be comprised of three factors: one a line haul factor, one a 
terminal factor, and the third a source of revenue factor. 

The line haul factor most suitable for transport of goods is reve- 
nue-ton miles instead of straight operating mileage. Passenger traf- 
fic, however, would be on a straight operating mileage basis. The 
terminal factor for trucking might be that of originating and ter- 
minating tonnage or ‘‘revenue-tons handled.’’ For bus traffic the 
terminal factor would be originating and terminating passengers. 
Lastly, the demand factor would be that of ‘‘originating revenue,’’ 
which would mean that revenue from transporting passengers 
would be assigned to the state where tickets are sold to the passen- 
gers (or point of departure for off-line sales), and revenue from 
freight would be assigned to the place where the freight was picked 
up.’ 

A simple mileage factor formula for apportionment of net appor- 
tionable income is too rough a measure even though sufficient to be 
constitutional.® Such a factor, however, gives no weight to terminal 
operations or to the place of origin of demand for the services. A 
single ton-mile factor is also considered inadequate, although it 
would be the best single factor formula since it covers the place and 
intensity of the main hauling services of the business. However, the 
single ton-mile factor formula gives no weight to terminal opera- 
tions, such as loading and unloading of passengers and freight and 
maintenance and repair of vehicles. 

An example of the inadequacy of a single ton-mile factor formula 
would be a situation where there are two main terminals, one in 
state A and the other in state C, with most of the line haul taking 
place in state B which lies between the two terminals. Using a rough 
ton-mile ratio, most of the net taxable income is attributed to 
sources within state B, while the terminal activities in states A and 
C, central office activities in state A, and the primary place of origin 
of demand for the service in states A and C are not given any con- 
sideration in the formula for computing net apportionable income. 
It would seem that a reasonable allocation would reflect these addi- 
tional factors. 

Another possibility would be to use a property, payroll, or re- 
ceipts factor formula. In doing so, however, the mobile equipment in 
the property factor would have to be allocated upon a mileage or 
preferably a time basis. Also, in the payroll factor, wages of drivers 


8 See ALTMAN AND KEESLING, ALLOCATION OF INCOME IN STATE TAXATION 129 (1948). 

® Mileage apportionment was approved for a gross receipt tax on a bus line by the 
United States Supreme Court in Central Greyhound Lines Ine. v. Mealey, 334 U.S. 653 
(1948). , 
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would need to be allocated on a mileage or preferably a time basis. 
The receipts or revenue factor would be set up upon the basis of 
origin of the business. Of course, properties leased out and in the 
unitary operations would be included in the property factor. It is 
submitted, however, that net apportionable income in a transpor- 
tation business is more closely related to the amount of terminal 
and line haul activity as expressed by ‘‘revenue-tons hauled’’ and 
‘‘revenue-ton-miles’’ than by the amount of property or human 
services used in either terminal or line haul or central office activi- 
ties as expressed in terms of property cost less depreciation and/or 
capitalized rent and payrolls.” 


Unitary Piretine BusIneEsseEs 


Where a taxpayer is engaged in transporting some liquid or gas 
through pipes which extend continuously through more than one 
state, there is a unitary pipeline business. Here again, various ap- 
portionment formulas have been used by the states to apportion 
the net apportionable income of such businesses."' The divergence 
of methods used is not only a burden in terms of compliance and 
administrative costs, but they may result in under- and over-taxa- 
tion of the taxpayer’s net apportionable income. 

In choosing the factors to be included in the apportionment for- 
mula for such unitary pipeline business, it should be kept in mind 
that the net income tax is not an ad valorem property tax and the 
base is the net income derived from or attributable to sources within 
a given taxing state. Probably the best measure of ‘‘traffic unit» '’ 
through the pipelines is that of barrel-miles in the case of oil, gui- 
lon-miles in the case of gasoline, and 1,000-cubic-foot-miles in the 


10 Based upon a survey of Wisconsin corporate taxpayers for 1949-1950 fiscal year, it 
is estimated that there were 54 multi-state corporations engaged in truck transportation. 

11 For example, a miles of pipeline basis is used in Oregon; gross receipts and pipcline 
miles in Tennessee; traffic units (barrel-miles, gallon-miles, or 1,000-cubic-feet-miles) only 
in Iowa; traffic units and pipeline property owned and used in Mississippi; property and 
equipment cost in Massachusetts and Missouri; gross receipts in North Carolina and Sout) 
Carolina; property, payroll, and business (gross receipts) in Kentucky and Louisiana 
(transportation of crude petroleum, natural gas, petroleum products, or other commodities 
for others through pipelines shall include all gross revenue derived from operations entirely 
within Louisiana plus a portion of any revenue from operations partly within and partly 
without the state based upon the ratio which the number of traffic units of transportation 
service performed in Louisiana in connection with such revenue bears to the total of such 
traffic units) ; traffic units, pipeline mileage, net investment, and operating expenses are 
used in New Mexico (if unjust, alternative is formula of gross revenue and net property) ; 
traffic units, investment and expenditure in Oklahoma; property plus business (wages 
plus purchases plus receipts) in North Dakota; specified by the commissioner in Georgia ; 
and no special provisions in other states. 
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case of gas. The place of demand for this pipeline transport service 
is properly located at the point of demand for the delivered product, 
which is the place where the deliveries of the transported product 
are made. This follows the ‘‘destination’’ method of apportioning 
the receipts. Whether a terminal factor should be introduced is de- 
pendent upon how extensive such input and outgo operations are. 
This could be represented by an originating and terminating barrel 
or 1,000-cubic-foot factor. Or it might be represented by a payroll 
factor which would be concentrated at the points of entrance and 
exit and the central office. 

A single barrel-mile factor formula is not believed adequate be- 
cause it does not reflect the place of origin of demand for the service 
rendered nor the terminal activity at points of entrance and exit 
of the product into the pipelines. A single factor formula of miles 
of pipeline owned, operated, or owned and operated, would be even 
less desirable. A single net investment or property ratio formula 
would also be undesirable, as it would not reflect the place of origin 
of demand for the service rendered or the activity at points of in- 
put and output into the pipelines. If the property factor were com- 
bined with payrolls and gross revenues based upon the point of de- 
livery to the customer (as in Mississippi), it is submitted that a 
reasonably equitable result would be obtained. In using the prop- 
erty factor, the pipelines themselves would have to be allocated on 
the basis of mileage. There is also the problem of valuation in the 
case of the property factor. 


Unitary TELEPHONE AND TELEGRAPH BUSINESSES 


Where a taxpayer is engaged in the telephone and/or telegraph 
business in two or more states, there is a unitary business whose 
total net apportionable income should be apportioned to sources 
within the states involved upon an apportionment basis. Besides 
separate accounting, which is an erroneous method of allocation for 
a unitary business, the states use various apportionment formulas 
to apportion the total net apportionable income to sources within 
each of the respective states involved.” 


12 With respect to telephone companies, separate accounting with gross operating reve- 
nues and gross operating expenses allocated on a mileage basis is used in Arkansas, Mis- 
sissippi, Missouri, New Mexico, and North Carolina (indirect incomes and expenses are 
allocated on a different basis). The number of telephone instruments operated for hire is 
used in Connecticut. The number of telephones used or controlled is used in Massachusetts 
(if inequitable, commissioner determines proper method). Mileage of poié lines is used in 
Oregon. Receipts allocated on a used land-wire-mileage basis is used in Iowa. Gross re- 
ceipts is employed in South Carolina. Investment in facilities, real estate, and improve- 
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In the interest of uniformity and simplicity, the apportionment 
formula for use by all states might be set up on the basis of the 
single factor of operating wire-miles. Such a basis is also used cur- 
rently by several states. Such a method, though constitutional, 
would be quite rough and not as equitable in its measure of income 
derived from or attributable to sources within a given state as 
could be obtained by another formula with additional appropriate 
factors. 

It is submitted that the operating wire-mileage factor might be 
included in a uniform reasonable formula as a rough ‘‘ traffic units’’ 
factor, although a revenue-word-mile factor would be a better meas- 
ure, as it would introduce a measure of the intensity of use of the 
wire mileage. Telephone calls would have to be changed into words 
on the basis of an average-word factor per minute. In this way, 
telephone and telegraph traffic units could be combined in the same 
factor. In addition to the above line-activity factor, it is submitted 
that some weight should be given to the exchange or terminal activ- 
ities, the geographic distribution of which may vary from the wire- 
line distribution or from word-mile distribution. This might be rep- 
resented by orginating and terminating calls or messages or, more 
accurately, a word factor or a payroll factor. Wages constitute ap- 
proximately two-thirds of the total operating expenses, and their 
distribution would roughly reflect central office and exchange facili- 
ties. The third factor recommended for inclusion in the formula is 
the ‘‘gross receipts’’ factor, which would not be allocated upon a 
mileage basis but in keeping with the objective of reflecting the 
place of origin of demand for the service, would be apportioned to 


ments is an alternative in Missouri. Property, payroll, and sales are used in Arizona (re- 
ceipts from communication of messages by telephone are allocated to the state where the 
customer places the call) and Kentucky (gross receipts on a mileage basis). Property and 
business (wages plus receipts (interstate receipts allocated on mileage basis)) are used 
in North Dakota. Property, expenditure, and sales (interstate receipts or mileage basis) 
are used in Oklahoma. No special provisions are provided in the other states. 

For telegraph companies separate accounting with gross operating revenues and gross 
operating expenses allocated on a mileage basis is used in Arkansas, Mississippi, Missouri, 
and New Mexico. Miles of wire is used in Oregon and Wisconsin (in the latter state tax- 
payers, however, have urged a gross receipts method). Gross receipts (revenue allocated 
on the basis of used land-wire mileage) is used in Iowa. ‘‘Gross intrastate receipts’’ is 
used in Massachusetts, and gross receipts is used in South Carolina. Investment in facili- 
ties, real estate, and improvements is an alternative in Missouri. Property, payroll, and 
sales are used in Arizona (receipts from communication of messages by telegraph are 
allocated to the state where the customer turns in the message), Kentucky (gross receipts 
on a mileage basis), and North Carolina. Property and business (wage plus receipts (intra- 
state receipts allocated on a mileage basis) ) are used in North Dakota. Property, expendi- 
ture, and sales (interstate receipts on a toll-line-wire mileage basis) are used in Okla- 
homa. No special provisions are provided in the other states, 
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the state where the customer places the call or turns in the mes- 
sage.7* 

It is submitted that in an economic sense intrastate and interstate 
telephone and telegraph operations should not be separated, even 
if different legal entities, though commonly controlled, are involved 
and/or there is state regulation of tariff rates. The fundamental 
unitary character of the business is not changed by state regulation 
of tariff rates. Regulation should adapt itself to the unitary char- 
acter of the business on a national and regional basis rather than 
having taxation adopt an artificial separate accounting of inter- 
state and intrastate activities of a unitary enterprise which may be 
comprised of several legal entities. 


Unitary AIRLINES 


A transportation business which is unitary in most cases and 
needs an apportionment formula for state corporate net income tax 
purposes is that of the airlines. The current treatment by the var- 
ious states is quite divergent.’* Not only is over- and under-taxation 


13 See recommendation of ALTMAN AND KEESLING, op. cit. supra note 8, at 129. 

14 Arizona, California, and Oregon use property, payroll, and sales factors. In Arizona, 
no rented property is included in the property factor. Receipts from transportation of 
freight are allocated to the state where the freight is picked up. Receipts from transporta- 
tion of passengers are allocated to the state where the tickets are sold to the passengers. 
In California, property in the property factor used within and without the state and hav- 
ing no fixed or permanent situs is apportioned within and without the state on the basis 
of mileage. In Oregon, mobile equipment in the property factor is allocated on the basis 
of mileage; salaries of pilots in the wage factor are allocated on the basis of revenue- 
miles; and sales are allocated on the basis of revenue-miles traveled. 

Oklahoma uses property, expenditure, and sales factors; mobile equipment in the prop- 
erty factor is allocated on a mileage basis; wages of pilots in the expenditure factor are 
allocated on a mileage basis; and interstate receipts in the sales factor are allocated on a 
miles-traveled basis. 

Kentucky uses property, payroll, and business factors; business equals receipts from 
business commencing and terminating within the state; all intrastate receipts plus such 
portion of receipts from all interstate business passing through or into or out of this 
state are determined by applying a miles-traveled ratio. 

North Dakota uses two factors of property and business where business equals wages 
plus receipts; receipts from interstate business are allocated on a mileage basis. 

Iowa and North Carolina use the single factor of gross receipts. 

Georgia may use scheduled miles on special permission of the Commissioner of Revenue. 

Connecticut and Wisconsin use arrivals and departures scheduled, revenue-tons handled, 
and originating revenue. 

In Mississippi, total apportionable net income is first allocated by class of traffie by 
using the ratio between gross revenue for each class of traffic and the total gross oper- 
ating revenue; Mississippi uses revenue-passenger miles for allocating passenger appor- 
tionable net income and revenue-ton miles for allocating the apportionable net income 
from other classes of traffic; as an alternative, Mississippi uses the single factor of flight- 
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possible, but less equitable results are obtained than would result 
from using a reasonable method uniformly. The question for de- 
termination, therefore, is what factors should be employed in a 
uniform and reasonable airline apportionment formula, and how 
should they be defined and/or weighted? In formulating the for- 
mula, an important objective is to have the parts of the net appor- 
tionable income allocated to the several states in which the airline 
operations add up to 100 per cent. Also, in the interest of simplicity 
of compliance «nd administration of taxes, it is desirable, other 
things being -. proximately equal, to use a single formula for the 
allocation of all interstate airline tax bases. In choosing the factors, 
it is particularly important to keep in mind the criteria that the 
factors (1) chosen should realistically reflect the degree to which 
the tax basis occurs in the several states; (2) be clearly and uni- 
formly interpreted; (3) be reasonable in cost of compliance and ad- 
ministration ; (4) exclude exempt categories, and (5) not encourage 
avoidance operations. 


1. Mileage factors 


Which of the various possible mileage factors which give recog- 
nition to the claims of the ‘‘bridge’’ states is most appropriate to 
include in the apportionment formula? It could be one of the fol- 


miles; flight-miles equals the number of revenue-producing flights landing and taking off 
multiplied by the number of miles flown on such flights. 

Missouri uses a separate accounting method of allocation; gross income is apportioned 
to the state on a mileage basis and from this are deducted the ordinary expenses incurred 
in the state; as an alternative, Missouri allocates on the basis of the single factor of un- 
depreciated property. The allocation treatment in the other states having a corporate net 
income tax is not known. 

In Canada, the uniform act provides for an allocation formula composed of the two 
factors of fixed assets and plane-miles. 

15‘*, . , Unfortunately, however, in the air-line business as well as in many interstate 
businesses, there is characteristically a lack of uniformity in the facilities and operations. 
There is a major difference as regards the States in which most of the traffic is originated 
and the important terminal facilities are located, and the States which contribute little 
traffic but only separate important destination points. Different allocation factors provide 
radically different results as between the bridge and terminal States; if bridge States 
choose to adopt factors favorable to their revenues, and terminal States factors which are 
favorable to them, multiple taxation is inevitable. Another characteristic of air-transport 
operations affecting allocation is the large investment in overhaul bases typically restricted 
to one, two, or three locations. The allocation formula adopted in the base States, particu- 
larly in regard to net income taxes, may well be in conflict with that used by States which 
have no such facilities.’? CAB Report, Multiple Taxation of Air Commerce, H.R. Doc. No. 
141, 79th Cong., Ist Sess. 28 (1945). 
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lowing: (a) route-miles; ** (b) revenue-plane-miles; ** (¢) revenue- 
ton-miles ; ** and (d) gross revenues.”® 

Among the mileage factors revenue-ton-miles was preferred by 
the Civil Aeronautics Board Study Group ‘‘because of its accurate 
reflection of traffic loads and the moderate compliance cost involved 
in its use.’’ *° Theoretically, gross revenues afford a more accurate 
indication of the profitability of the various airline segments, but 
the lack of substantial differences in revenue yields from passen- 
gers, mail, express and cargo traffic occasions little need for the 
additional compliance cost involved in obtaining gross revenue data. 
When and if substantial differentials in tariffs for different types 
of traffic develop and if diversities in traffic flows characterize cer- 
tain segments of a particular airline, the need may arise for sub- 
stituting gross revenue for revenue-ton-miles. Revenue-ton-miles 
as a factor is to be preferred over route-miles or revenue-plane- 
miles, as it takes full account not only of the amount of equipment 
employed in each of the states but also of the intensity of its use. 

All mileage factors related to airline traffic involve the potential 
hazard of avoidance operations and, in a few instances, contain non- 
allocable elements. Thus, flights across international waters would 
not be allocated to any state, and the removal of such mileage from 
the denominator of the allocation fraction is likely to produce incon- 
gruous results.’ It is for this reason that Wisconsin has rejected 
revenue-ton-miles as a factor as well as aircraft flight hours and 
operating revenue as recommended by representatives of several 
major airlines.” 

16 This factor is based upon the mileage of routes in actual operation. 

17 This factor is based on the mileage flown over usually traveled routes without regard 
for alternates. The data are derived from actual flights made, including scheduled flights, 
extra section, and charter movements. 

18 This factor is based on tonnage of passengers (at 200 pounds per passenger), mail, 
express, and cargo flown, compiled on the basis of station-to-station movements along usu- 
ally traveled routes. If station-to-station data are not available, aggregate tonnage by 
operating divisions and sections are arbitrarily apportioned by route mileage within the 
section or division. 

19 This factor is similar to revenue-ton miles, except that revenues instead of tonnage 
are apportioned. 

20 CAB Report, supra note 15, at 55. 

21 For example, the flight from New Orleans to Miami across the Gulf of Mexico would 
involve a major part of mileage over international waters. The elimination of this mileage 
from the denominator would produce arbitrary or capricious results in the division be- 
tween Louisiana and Florida. Ibid. 

22 In an unpublished memorandum, Interstate Allocation Factors (Jan. 15, 1953), to the 
tax representatives of air carriers operating in Wisconsin, the Wisconsin Department of 
Taxation stated, at p. 4: ‘‘ With reference to revenue ton miles over states where it does 
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2. Appropriate terminal factors 


Which of the various possible terminal factors are most appro- 
priate to include in the apportionment formula? They may be 
picked from (a) originating and terminating tonnage; (b) originat- 
ing revenue; (c) aircraft arrivals and departures; (d) tangible 
property, excluding flight equipment; and (e) ground payrolls. 

(a) Originating and terminating tonnage. This factor is based on 
the receipts and deliveries of passengers and cargo at each station. 
If complete it would also include express and airmail tonnage.”* The 
factor designated ‘‘revenue tons handled’’ in the National Tax As- 
sociation proposed uniform statute is defined as follows: 


The term ‘‘revenue tons handled’’ by an air carrier at an airport means 
the weight in tons, of revenue passengers (at two hundred pounds per pas- 
senger) and revenue cargo first received as originating or connecting traffic 
or finally discharged by such carrier at such airport. 


Wisconsin practice varies some from the above, in that they do 
not believe in specifying the weight of passengers because there is 
some deviation from this standard among air carriers. They prefer 
that each carrier use its own standard weight in compiling its re- 
port, but that they state clearly what this standard is.” 

Airline connections, 7.e., transfers from one plane to another 
plane operated by the same company, should be excluded. For the 
purpose of allocation, receipts from or deliveries to other airlines 


not stop and over international waters where no tax claims exist under no circumstances 
would it be possible to have a 100 per cent allocation to all jurisdictions having tax claims. 
The airlines would obtain an unfair tax advantage over other methods of transportation ; 
with reference to aircraft flight hours here again the time in flight over the bridge states 
and international waters would be in the denominator of the fraction and therefore un- 
acceptable because it would not be possible to have 100 per cent allocation to jurisdictions 
capable of exercising jurisdiction to tax under present concepts of doing business. This 
factor is also objectionable because it ignores all ground hours; the operating revenue 
factor which would compute the earned income in the state by applying a tariff rate per 
mile by the number of miles traveled would also include in the denominator mileage earn- 
ings derived from travel over bridge states and international waters. Thus it is also re- 
jected because of the inability of a 100 per cent allocation to taxing jurisdictions under 
present concepts of ‘doing business.’ Aircraft flight hours is also objectionable because 
of the difficulty of verification and the susceptibility of avoidance operations. This also 
applies to the operating revenue factor.’’ 

23 Mail tonnage is not usually included because of excessive duplication in the traffic 
tonnage statistics. Wisconsin, however, does include air mail tonnage. There is also apt to 
be some duplication of express shipments in the records. CAB Report, supra note 15, at 54. 

24 Spaeth, Report of the Committee on Airlines in PROCEEDINGS OF 15TH ANNUAL CON- 
FERENCE OF NTA 51 (1947). Connecticut uses the same definition. Conn. GEN. Sram. tit. 
12, ch. 209 § 12-243(e) (1958). 

25 Supra note 22, at 6. 
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at connections may be treated as traffic originating or terminating 
on the carrier’s line. 

The Civil Aeronautics Board Study concluded that ‘‘ Among the 
terminal factors, originating and terminating tonnage most nearly 
satisfies all of the criteria in light of present air-carrier records. It 
has the minor disadvantage that there is some duplication in ex- 
press movements ..., but in other respects the factor is an accurate 
reflection of the distribution of investment and business. It can be 
definitely and uniformly ascertained and conforms to air-line statis- 
tical and accounting records; hence it imposes no appreciable com- 
pliance and administrative burdens. It would not encourage avoid- 
ance operations.’’ 7° 

(b) Originating revenue. This factor is based on ticket sales by 
agents, preferably excluding the portion on account of unused 
transportation and the portion for transportation over other air 
lines. The term as defined in the proposed uniform statute of the 
National Tax Association is: ‘‘Revenue to an air carrier from the 
transportation of revenue passengers and revenue property first 
received by such carrier either as originating or connecting traffic 
at airports within the state.’’ ** Ideally, the term ‘‘revenue prop- 
erty’’ would include not only cargo, but express and mail. Since 
adequate records are not kept for allocating the revenue from air 
mail to points of origin, mail payments are not included. Express 
payments may also be excluded, leaving only the revenue cargo 
element of revenue property.” 

The originating revenue as allocated to the airports should in- 
clude sales at the ‘‘uptown’’ ticket office and sales from travel 
agencies for transportation originating at the airport of that area. 
It should also include ‘‘off-line’’ sales in other states where the 
point of departure is within the taxing state. It should exclude off- 
line sales either in the carrier’s own offices or those of a travel 
agency where the point of departure is in some other state. 

That portion of the passenger receipts collected at a given point 
of departure which will be turned over to another carrier as its 
share of the total passenger revenue should be excluded from origi- 
nating revenues at that point. 


26 CAB Report, supra note 15, at 56. 

27 See Spaeth, note 24 supra. 

28 The Connecticut law in following this view states: the term ‘‘ ‘originating revenue’ 
within this state means revenue to an air carrier from the transportation of revenue 
passengers and revenue cargo, exclusive of express and mail, first received by such carrier 
either as originating or connecting traffic at airports within this state.’’ Conn. GEN. Stat. 
tit. 12, ch. 209 § 12-243(d) (1958). 
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In respect to measuring revenue cargo, the Connecticut law pro- 
vides ‘‘when it cannot otherwise be determined, the revenue of an 
air carrier from the transportation of revenue cargo attributable 
to a particular airport for any period shall be computed by multi- 
plying the pounds of revenue cargo first received by such an air car- 
rier at such airport during such period by the average revenue per 
pound received by such air carrier from transportation of revenue 
cargo over its entire system for the same period.’’ 

This factor when applied in certain situations has unexpected 
consequences. For example, a few large cities have airports located 
in adjacent states, e.g., the Cincinnati port is in Kentucky, and the 
Washington, D. C. port may be in Virginia. ‘‘The ticket sales in 
these cases are at both the airport and in the city which it serves.’’ 
The question is ‘‘are originating revenues a proper reflection of 
taxable income in the state where the sale takes place or in the 
state where the airport is located?’’ *° 

A similar problem is encountered in the treatment of off-line 
ticket sales, as airlines frequently have ticket offices located in cities 
which they do not serve. It has been suggested that the practical 
solution to this dilemma is to identify the ticket sales with the point 
at which the passenger embarks on his journey.* 

(c) Aircraft arrivals and departures. This factor is based on 
scheduled arrivals and departures of aircraft at each airport, in- 
cluding service and fuel stops. All arrivals and departures should be 
recorded, including those of non-scheduled operations.* To put the 
arrivals and departures on a comparable basis, they should be 
equated according to the load capacity, exclusive of the weight of 
the aircraft itself. 

This factor is criticized because of (1) the fact that intermediate 
points in a flight receive twice the weight given the termini, and (2) 
discriminations due to the size of the aircraft. The double-count 


29 Ibid. 

30 CAB Report, supra note 15, at 56. 

31 Ibid. 

32 Connecticut, following the model uniform statute proposed by the National Tax 
Association in 1947, defines the ratio as ‘‘. . . the ratio which the aircraft arrivals and 


departures within the state scheduled by such air carrier during the income year bears 
to the total aircraft arrivals and departures scheduled by such carrier on its entire system 
during the same period; provided in the case of non-scheduled operations, all arrivals and 
departures shall be substituted for scheduled arrivals and departures.’’ Conn. GEN. Star. 
tit. 12, ch. 209 § 12-244 (1958). In section 12-243(b) the term ‘‘aircraft arrivals and 
departures’? is defined as ‘‘scheduled landings and take-offs in the taxing state of the 
aircraft of an air carrier plus scheduled pickups and deliveries in the taxing state by the 
aireraft of an air carrier and in the case of non-scheduled operations, shall include all 
landings and take-offs, pickups and deliveries.’’ See Spaeth, note 24 supra. 
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criticism is somewhat overcome by the fact that non-stop flights 
eliminate some of the intermediate points entirely. The criticism 
relating to the same unit count, regardless of size, may be wholly 
overcome by the reflection in the other two factors of the greatly 
increased revenues and tonnages attributed to the larger planes. 

In terms of workability, this factor can be easily verified, and 
without any appreciable amount of administrative effort or cost.” 

(d) Tangible property excluding flight equipment ** (inappro- 
priate). This factor is based on net book value of real estate, ground 
equipment, furniture and fixtures, etc. owned by the airline. Leased 
facilities are excluded. 

The book value of tangible property, as indicated earlier, would 
be an appropriate factor of allocation were it not for the fact that a 
very large proportion of the airline investment is in flight equip- 
ment, which is the principal item of property to be allocated. To 
assume that the relatively small fractional investment in ground 
equipment and facilities will correctly reflect the location of flight 
equipment is unwarranted. The outlays for facilities at overhaul 
bases and general offices are a disproportionate indication of the 
business done or total facilities employed at these locations. 

Private carline companies illustrate an extreme case of this sit- 
uation. These companies operate rolling stock over the lines of the 
railroads throughout the country and typically, have one or two 
bases at which they maintain and repair their equipment. If fixed 
tangible property were used as a basis for allocating car equip- 
ment, obviously it would lead to the concentration of the valuation 
of net income in a very small number of locations instead of spread- 
ing it among the states where the cars are used. Air carrier opera- 
tions are somewhat similar, but the fact that they require some fixed 
investment at airports which they use makes the factor of tangible 
property somewhat less incongruous when applied to air transport. 

However, many of the hangars and exclusively-used ground fa- 
cilities of air carriers belong to municipalities. If it were practicable 
to estimate the value of such facilities, a tangible property alloca- 
tion would have far more merit. 

(e) Ground payrolls. The factor of ground payrolls is based on 
payrolls of all personnel, excepting flight crews and traffic personnel 
on off-line locations.* Payrolls of flight personnel are excluded in 
order to avoid a subsidiary problem of allocation. If included, there 


33 See note 22 supra. 
84 CAB Report, supra note 15, at 57. 
35 CAB Report, supra note 15, at 55. 
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would be the difficulty of allocating flying time over ‘‘bridge’’ states 
and international waters. The Chairman of the Civil Aeronautics 
Board states: ‘‘ Payrolls of flight personnel are about 20 per cent of 
total payrolls and neither of the common bases for the allocation of 
multi-state wage earners is acceptable (one assigns such payrolls 
to home base States; the other apportions them on the basis of fly- 
ing time). It seems more appropriate simply to eliminate the flying 
personnel payroll from both the numerator and denominator of the 
fraction and make the apportionment solely on the basis of ground 
personnel.’’ ** 


3. Composite factors 


(1) Plane-hours.* This factor is based on the total time through- 
out a period of at least one year that the units of aircraft are physi- 
cally present in each state, whether in flight, stop-over, maintenance, 
overhaul, or idleness. Data would be based on aircraft logs which 
account for the entire time or would be estimated from scheduled 
flying operations, maintenance, overhaul, and typical lay-over and 
idle time. 

The factor of plane-hours ranks high because of the fidelity with 
which it reflects the presence of taxable property within the state. 
The necessity of ascertaining stop-over, maintenance, overhaul, idle 
and spare time, however, makes the factor subject to major short- 
comings from the standpoint of compliance cost and neutrality. 

The only accurate method of determining the location of aircraft 
throughout the year requires a complete log of each unit of aircraft. 
It might eventuate in avoidance operations. If flight logs are not 
kept, the assembly of necessary information to compute this factor 
will rest upon estimates in the preparation of which objective guides 
will be difficult to establish. 

The factor presumes that idle or partially-used planes have a 
value for tax purposes comparable to that of fully-employed equip- 
ment. This position is not consistent with the policy of taxing net 
income derived from current unitary operations. 


4, Reasonable combination of factors for uniform use 


Having described briefly the various possible factors which might 
be used in an apportionment formula for airlines, the question is 
which of these factors should be combined in an apportionment 
formula to be applied uniformly in all jurisdictions involved? 


36 CAB Report, supra note 15, at 56. 
37 CAB Report, supra note 15, at 55-56. 
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(a) Should any mileage factor be included? * 


Since all mileage factors involve the inclusion in the denominator 
of the fraction of units of the factor created over states where the 
taxpayer does not stop and over international waters where no tax 
jurisdiction exists under present concepts, their use would make it 
impossible to have a 100 per cent allocation to all states with current 
taxing jurisdiction. And those states which do have a legitimate tax 
claim against aircraft operating within its borders should not have 
such claim diluted by the insertion in the denominator of the factors 
of various exempt categories. Every state, territory, province, or 
foreign country having a potential tax claim should have its full 
part of the total if it chooses to exercise its right to taxation (some 
may not have an income tax). It may not be considered reasonable 
for the airlines to say that less than 100 per cent of their net appor- 
tionable income should be subject to taxation, which would be the 
effect of using any mileage factor in the formula. It would also 
encourage the manipulation of operations into such non-tax juris- 
diction areas. Thus, it would seem that under current concepts of 
taxing jurisdiction mileage factors should not be included in the 
apportionment formula. 


38 See LINDHOLM, PuBLIC FINANCE OF AIR TRANSPORTATION 110 (1948), which states: 

‘With the exception of the allocation formula recommended by the Air Transport Asso- 
ciation, all of the formulae exclude bridge states from a taxable share of an airlines corpo- 
ration’s net income. At present, the omission of the bridge states from the allocation for- 
mula seems to be the most desirable solution; however, it is possible that considerable 
litigation may arise from this exclusion. The possibility would be especially likely between 
states bordering upon a large airport which received a great portion of its revenue from 
business originating in actions of citizens of the border states. If the allocation formula 
which excludes bridge states has the tendency to determine the location of airports upon 
the basis of political division eligible to collect taxes rather than geographic and economic 
considerations, then a factor should certainly be included which would allocate some of 
the net income of the various airlines to these bridge states. However, great difficulties 
arise in attempting to determine upon an allocable factor suitable for use in determining 
a tax base useable by the bridge states. 

‘* All mileage factors involve the possibility of avoidance, especially by airlines not 
flying scheduled routes. Also there is the problem of flights made over international terri- 
tory. For example, if mileage flown over a state became a factor, many airlines would de- 
cide to fly from New York to Miami by passing over the water of the Atlantic Ocean rather 
than the land of the various states between New York and Florida. The cost of both com- 
pliance and enforcement of any law including a mileage factor would be high. For these 
reasons, it would appear undesirable to include mileage as a factor in the taxation of air- 
lines, despite the frequent and successful use of mileage in determining the taxable por- 
tion of surface transport property or taxable income available to a particular political 
unit. In addition, the claim of a state to exact taxes upon the basis that planes went 
through the air several miles above the earth is considerably weaker than that based upon 
the passage of a vehicle over a route constructed upon the surface of the earth.’’ See 
Northwest Airlines, Inc. v. Minn., 322 U.S. 292, 306 (1944). — 
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Of course, the concept of ‘‘doing business’’ could be expanded so 
as to give a state jurisdiction for tax purposes where regular flights 
are made in the air space over its surface area. The state is obliged 
to maintain certain emergency facilities for such aircraft whether 
there is an actual emergency or not. With such an expansion of tax 
jurisdiction, a mileage factor will not result in less than 100 per 
cent allocation, except where international waters are involved. 
Even here, there is a basis in fact for a possible future international 
income tax upon income partly attributable to such international re- 
sources. Under an expanded concept of tax jurisdiction which is 
more commensurate with economic reality of time and place utility, 
the most appropriate mileage factor to introduce into the appor- 
tionment formula would be revenue-ton-miles.*® Revenue-passenger- 
miles would be insufficient, as it would not include revenue cargo. 

It may be argued that no mileage factor should be used under any 
circumstances, since the terminal activities are considered all im- 
portant. The argument is that it is the existence of the large airports 
in densely populated areas which produces the earnings for the air 
carrier and the flight itself is but a means toward an end. ‘‘Only 
when the aircraft comes to rest and makes contact with commerce 
generally is it really creating wealth.’’ *° This, of course, is economi- 
cally incorrect. Time and place utility are being provided by the air- 
craft all along its route, and without such performance by the plane 
through space, there would be no transport service rendered what- 
soever. The operational means of rendering service cannot be sepa- 
rated from the end of coming to rest and discharging one’s cargo at 
the destination. 


(b) What terminal f: cvors should be used in apportionment? 


(1) Originating revenue and ground force payrolls. If no mileage 
factor is included, what factors should be included in the apportion- 
ment formula? The Committee on Taxation of Airlines of the Na- 
tional Tax Association recommended in 1944 only two factors, 
namely, originating revenues and ground force payrolls.‘ They 


39 Revenue-ton-miles was recommended by the Air Transport Association as one of the 
three factors to be included in the apportionment formula. See CAB Report, supra note 
15, at 58. 

40 Argument presented by airline representative at conference of Wisconsin Department 
of Taxation on Dee. 5, 1952. 

41 Report of the Committee on Taxation of Air Lines in PROCEEDINGS OF 13TH ANNUAL 
CONFERENCE OF NTA 89-90 (Appendix III) (1945). A. Culbert, Vice President of Amer- 
iean Airlines Inc., felt that the payroll factor of overhaul base and general office payrolls 
would over-emphasize the importance of this factor and give base jurisdiction an unwar- 
ranted tax advantage. 
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also recommended that weight be assigned to the second factor to 
approximate the ratio of the carrier’s ground force payrolls to its 
total payroll. If, for example, it is found that ground force payrolls 
comprise 40 per cent of the total payroll, the second factor in the 
formula is to be given a weight of 40 per cent, and the balance of 60 
per cent is to serve as a weight for the originating revenue factor. 
The payroll factor is introduced to give recognition to the fact that 
the net income of a carrier is made possible by the work performed 
at administrative and operational bases as well as by actual flight 
operations. 

(2) Operating revenue and overhaul base payrolls. The Commit- 
tee on Taxation of Air Lines of the National Tax Association in 
February, 1945, recommended that only two factors be included, 
namely, operating revenue at the point of departure and overhaul 
base payrolls. The second factor was to be weighted at the ratio of 
a carrier’s overhaul base payroll to its total payroll.” 

(3) Originating and terminating tonnage, originating revenue, 
and ground payrolls. The Civil Aeronautics Board in its study ten- 
tatively recommended a three-factor formula composed of originat- 
ing and terminating tonnage and originating revenue, each at 40 
per cent weight, and ground payrolls at 20 per cent weight.** In in- 
cluding the ground payroll factor, the Board followed the same 
reasoning—giving effect to the location of the overhaul bases and 
general offices. The payroll factor was preferred to the tangible 
property factor because of the latter’s shortcomings discussed 
above. 

(4) Arrivals and departures, originating revenue, and revenue- 
tons-handled. Later, in its 1947 Report, the Committee on Taxation 
of Airlines of the National Tax Association suggested that the same 
formula be used for the allocation of all interstate airline tax bases 
and recommended a formula of three equally-weighted factors, 
namely, scheduled aircraft arrivals and departures, originating 
revenue, and originating and terminating tonnage, designated 
‘‘revenue tons handled.’’ ** Since this Report, the Committee on 
Taxation of Airlines has held several meetings, and although the 
air carriers representatives have urged revision in the recommen- 
dations made by the Committee in the 1947 Report, the Committee 
has not altered its position. 

Following this three-factor formula of the 1947 Report, Connecti- 


42 Id. at Appendix IV, 110. 
43 CAB Report, supra note 15, at 58. 
44 See Spacth, note 24 supra. 
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cut adopted the method for treating air carriers.*® Wisconsin in 
actual practice is now using this three-factor formula in place of 
other methods used by the taxpayer, including revenue-passenger- 
miles flown. Some of the airlines themselves have adopted it for 
reporting to all states.*® 

But the question may be asked whether the formula comprised of 
these factors is equitable and workable? In the first place, among 
the terminal factors originating and terminating tonnage as dis- 
cussed above most nearly satisfies the various criteria set up for 
factors, including the realistic reflection of the degree to which the 
net income is derived from or attributable to sources within the sev- 
eral states involved. The handling of revenue passengers and cargo 
at terminal facilities is an important factor in the production of net 
apportionable income of unitary airlines. 

Originating revenue is not only a good index of terminal activity 
but also of the source of the effective demand for the services of- 
fered by the airline. There is, of course, an element of overlap be- 
tween the originating tonnage portion of the originating and termi- 
nating tonnage factor and the originating revenue factor. It may be 
better to use a ground force payroll factor to represent the human 
services rendered in terminal and central office activity. A tangible 
property factor excluding flight equipment would not be adequate, 
since many of the hangars, ete. which are used belong to municipali- 
ties, and there is no practical way of estimating the value of such 
facilities. : 

Income-producing movable property, namely, flight equipment 
and the services of flight personnel, are also an important factor 
in producing net apportionable income and can be represented in 
an approximate manner through the third factor of arrivals and 
departures. A tangible property factor which excludes flight equip- 
ment would be quite inappropriate, since the distribution of invest- 
ment in ground equipment and facilities does not reflect the location 
of flight equipment. A plane-hour factor which requires the ascer- 
tainment of stop-over, maintenance, overhaul, idle and spare time 
makes the factor subject to major shortcomings from the standpoint 
of compliance cost and neutrality. Accurate measurement requires 
a complete log for each unit aircraft. The arrivals-and-departures 
factor is much more easily complied with and verified. Avoidance 

45 Conn. GEN. Stat. ch, 397 (1947), now tit. 12, ch. 209 § 12-244 (1958). 


46 Based upon an examination of Wisconsin corporate tax returns from 1950 through 
1953. 
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operations over ‘‘bridge’’ states and international waters is pos- 
sible under a plane-hour factor, while under the arrivals and depar- 
tures factor the denominator of the factor includes no exempt cate- 
gories. The plane-hour factor also gives equal weight in producing 
apportionable income to idle or partially-used planes and fully- 
employed equipment. This is not a consistent position. Arrivals and 
departures on the other hand can be made only by employed equip- 
ment. 

(5) Originating revenue, tangible property, and payroll. A pos- 
sible three-factor alternative would be one of originating revenue, 
tangible property, and payroll, where the mobile flight equipment in 
the property factor is apportioned on the basis of ‘‘hours in port,’’ 
and the payroll of the flight personnel while it is over bridge states 
or countries where it does not maintain offices would be excluded 
from the denominator. Such a property factor, however, would re- 
quire that a detailed log be kept on each plane by hours and deter- 
mining whether overhaul or idle hours should be included. The pay- 
roll factor would require a detailed record of the hours to be 
omitted, and the effect of omitting the pay for such time may well 
be to distort the payroll factor, since a considerable share of the 
flight personnel payroll may be omitted from the denominator of 
the payroll factor, thus shifting its weight to the states of ground 
foree payroll. There would be variations between taxpayer com- 
petitors A and B based mostly upon A flying over many bridge 
states and B flying over very few bridge states. 

In summary, if bridge states are without power to tax, mileage 
factors should be omitted from the apportionment formula, and a 
formula of three terminal factors of originating and terminating 
tonnage, originating revenue, and arrivals and departures is recom- 
mended for uniform use by all states with net income taxes. Even 
under such a formula, if several states have no income tax, avoid- 
ance operations may be encouraged by locating terminal facilities 
in non-tax states as well as the arrival and departure of the aircraft. 
One possible solution to this is to encourage non-tax states to adopt 
a net income tax by allowing it as a tax credit on the federal cor- 
porate income tax. It is also probable that economic factors play a 
more important role not only in locating terminal facilities but also 
in locating routes and arrival and departure points than do tax 
effects. 

Even if the bridge states were given power to tax, an allocation 
method which employed a mileage factor would require modifica- 
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tion if applied to international and overseas movements. Therefore, 
it appears that mileage factors designed to recognize a claim of the 
bridge state do not provide the elements of a permanent solution. 


Unitary Rarmroap BusINESsES 


Although all of the states with taxes on net income or measured 
by net income do not include the income derived from railroad cor- 
porations, a sufficient number do to warrant the setting up of a rea- 
sonable uniform apportionment formula for unitary railroad oper- 
ations. The question whether the railroads should or should not be 
exempt from the net income tax is not discussed here. For purposes 
of discussion here, it is assumed that they are not exempt. 

It has been stated: ‘‘The benefits which it [a unitary railroad] 
receives from the state’s governmental organizations in the form of 
protection to its property, to its employees, to the passengers and 
freight carried and in other ways, are real and substantial. Accord- 
ingly, it is fitting that a portion of the company’s total net income 
should be apportioned to each of the states in which the company 
operates.’’ ** The use of a formula rather than separate accounting 
in the case of interstate railroads was upheld in Fleming v. Okla- 
homa Tax Commission.*® 

By examining the current statutes and regulations of the various 
state net income tax laws, it is apparent that railroads are treated 
quite differently by different taxing jurisdictions.*® The effect, of 


47 See ALTMAN AND KEESLING, op. cit. supra note 8, at 118. 

48 Fleming v. Oklahoma Tax Commission, 157 F.2d 888 (10th Cir. 1946), cert. denied, 
329 U.S. 812 (1946), rehearing denied, 330 U.S. 855 (1947). 

49 Arkansas, Mississippi, and Missouri use direct allocation. Arkansas takes the gross 
operating revenues within the state, including an equal mileage proportion within the state 
of the interstate business, and deducting the proportionate average of operating expenses 
for the whole business as shown by the Interstate Commerce Commission standard classi- 
fication of accounts. To the net operating revenues thus determined is added non-operating 
income from sources within the state, together with a proportionate part based upon the 
ratio which gross operating revenues from sources within the state bear to the entire gross 
operating revenue and all non-operating income from sources other than within the state, 
less miscellaneous operating expenses within the state and a proportionate part of all 
deductions from gross income as set forth in the Interstate Commerce Commission classi- 
fication of accounts based upon the proportionate average of operating expenses for the 
whole business. Mississippi uses a similar method. Missouri apparently uses a similar 
method by taking revenue from service conducted wholly within the state, adding revenue 
from interstate business on the basis of a mileage ratio, and then deducting ordinary ex- 
penses incurred in the state. Missouri provides for an elective alternative of an apportion- 
ment formula comprised of the single factor of investment (undepreciated), including 
fixed transportation facilities, real estate, and improvements, plus the value of any leased 
property. 

North Carolina and South Carolina use a single revenue-factor formula. North Caro- 
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course, is to have either over- or under-taxation of unitary railroads 
operating in states with different methods. 

The essence of the uniform apportionment formula for railroads 
is that the factors included should be uniform in all states involved, 
should be defined and applied in a similar manner in each such state, 
and that the weighting of such factors should be on a similar basis. 
If reasonable, the formula used for net income tax purposes should 
be similar to that used for property tax purposes. This will simplify 
compliance and administration problems. 

What factors should be included? In the first place, it is submitted 
that a property factor should be included. Property owned and used 
or leased and used, including both fixed and rolling stock, is a sub- 
stantial factor in the production of the net apportionable income. 
The fixed property consists not only of the roadbed or right of 
way, but also stations for loading and unloading of passengers and 
freight, for the selling of tickets, and for the transaction of other 
affairs in connection with its business. There is also the rolling stock 


lina uses ‘‘railway operating income,’’ and South Carolina uses gross receipts. Railway 
operating income from business done within the state means railway operating income 
from business wholly within the state, plus the equal mileage proportion within the state 
of each item of ‘railway operating revenue’ received from the interstate business of the 
company. It is provided that in determining the taxable income for a railroad company 
operating two or more lines of railroad not physically connected but one of which lines is 
located wholly within the state, the actual earnings and expenses of such line in the state 
in so far as they may be severable shall be used in determining net income taxable in the 
state. 

Tennessee uses two apportionment factors, i.e., gross receipts and mileage. Gross receipts 
means the proportion which receipts from operations beginning and ending within the 
state without entering or passing through any other state bear to its entire gross receipts 
from such operations within and without the state. Mileage means the ratio which mileage 
owned and operated in the state, plus mileage leased and operated in the state, is to the 
total mileage in all states. 

North Dakota uses tangible property and a business factor which includes wages and 
salaries and other compensation to employees plus receipts. For the property factor, rolling 
stock and equipment are allocated on the basis of car and locomotive mileage. Receipts 
within the state is defined to include not only all receipts from business commencing and 
terminating within the state, but such portion of receipts from all interstate business pass- 
ing through or into or out of the state as is determined by applying to the gross receipts 
from all such business that percentage which the mileage within the state over which 
business was carried is of the entire mileage over which business is carried on. 

Oklahoma uses property, direct costs, and gross revenue. In the property factor, mobile 
equipment is divided on a mileage basis. In the direct cost factor, wages of trainmen are 
allocated on a mileage basis. For the gross revenue factor, the ratio shall not be less than 
the allocation of revenues to the state, as shown in the railroad’s annual report to the 
Oklahoma Corporation Commission. This formula was upheld in Fleming v. Oklahoma Tax 
Commission, note 48 supra. 

California uses property, payroll, and sales. For the property factor, rolling stock is 
apportioned on the basis of mileage. This formula was upheld in Southern Pacific Co. v. 
McColgan, 68 Cal.App.2d 48, 156 P.2d 81 (1945). 
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which is operated partly within and partly without the taxing state. 

In addition to a property factor, there should be other factors 
which represent other activities of major importance in the pro- 
duction of net apportionable income. The employment of human 
services is certainly one such factor, and it is submitted that a pay- 
roll factor should therefore be included. In addition to capital and 
labor, however, consumption of services rendered is essential to the 
realization of net apportionable income. These services are in the 
form of passengers and freight carried and/or handled. A third 
service consumption factor should be included which consists of 
both line haul and terminal activities. Thus, the apportionment for- 
mula would be: 

Line Terminal 

Property Payroll — + Sem 

factor + factor + 2 





Apportionment = 
ratio 3 





By removing the payroll factor and using the line haul and ter- 
minal factors along with the property factor, the formula can be 
made to coincide with that proposed for railroad ad valorem prop- 
erty taxation on the basis of unit value, as follows:*° Apportion- 
ment ratio= (a) property factor + (b) line haul factor + (ce) 
terminal factor, where (a) = ratio of net revenue from railroad 
operations plus depreciation and retirement expenses to total oper- 
ating revenue; where (b) = ratio. of line haul expense to total 
operation revenue; and where (c) = ratio of terminal expense to 
total operation revenue. 

There is considerable merit, in terms of simplicity in administra- 
tion and compliance, in having the formula similar for the two types 
of tax, although it is not mandatory. In unit value determination, we 
are concerned with long-run value, while with the net income tax 
only the current tax year is involved. Instead of weighting the fac- 
tors on the basis of a moving average of, say, five years, as may be 
done for property tax purposes, the factors should be weighted on 
a current year basis for the net income tax apportionment purposes. 
The property factor would be weighted on the basis of the propor- 
tion net revenue from railway operations, plus depreciation and 
retirement expenses, bears to its total operating revenue. The line 
haul factor would be given a weight that would be proportional to 
the line haul expense of the carrier as a portion of its total operat- 


50 See Mott, Report of the Committee on Railroad Allocation in PROCEEDINGS OF 15TH 
ANNUAL CONFERENCE OF NTA 27 (1947). 
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ing revenue. The terminal factor would be given a weight that would 
be proportional to the terminal expense of the railroad as a propor- 
tion of its total operating revenue. 

It may be noted here that under a five-year average, covering the 
period 1943 through 1947, the weight of the property factor is ordi- 
narily in the range of 40 to 50 per cent; that of the line haul factor 
is from 30 to 40 per cent; and the weight of the terminal factor is 
from 15 to 20 per cent. The above weighting is designated to take 
account of the varying character of the railroads. 

In using this three-factor weighting formula, the property factor 
is figured on the basis of appraisals of the Interstate Commerce 
Commission, which are set up at reproduction cost less depreciation. 
The line haul factor is measured in terms of traffic units, which con- 
sists of ton-miles plus passenger-miles of persons transported. The | 
terminal activity factor would consist of tons originated and termi- | 
nated, given a weight of three, and combined with tons received and 
delivered at connections, given a weight of one.* It has also been 
suggested that ‘‘locomotive yard and train switching miles be used 
for a terminal factor in place of weighted tons handled.’’ ** It should 
be noted that all of these measures of the three factors are readily 
available from statistics of each of the states for each carrier.™ 

In the Preliminary Report of the Committee on Tax Situs and 
Allocation of the National Tax Association in 1950, it was suggested 
that a three-factor formula of property, payroll, and sales be em- 
ployed for railroads. The use of a sales factor was objected to be- 
cause it would require any shipment of freight and any sale of a 
ticket to be attributed to the state of origin, though the freight and 
the passenger might move over a number of railroads, the revenue 
being divided among the railroads and each being required to allo- 
cate it to the taxing state. This objection would also obtain in the 
case of the originating revenue factor of a single transportation 
uniform formula of three factors of originating revenue, line haul 
activity, and terminal activity. The Final Report of the Committee 
in 1951 did not include in its recommendations treatment of trans- 
portation companies, except to suggest that they be given separate 
study. 

Under the property factor, the traffic office should be recognized 


51 Mott, Report of the Committee on Railroad Allocation in PROCEEDINGS OF 17TH AN- 
NUAL CONFERENCE OF NTA 60 (1949). 

52 See Mott, supra note 50, at 27. 

53 See Mott, supra note 51, at 59-62. 

54 See Mott, supra note 50. 

55 PROCEEDINGS OF 43RD ANNUAL CONFERENCE OF NTA 363 (1950). 
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for income tax purposes even though it is rented. Such net rentals 
should be capitalized in a manner similar to that of rental property 
used in a unitary manufacturing business. 

Inadequacy of a single mileage factor. The use as a factor of track 
mileage owned and operated, plus mileage leased and operated, is 
not satisfactory because it tends to favor the so-called bridge states 
which do not have a great deal of terminal activity or property. 
Thus, in Wallace v. Hines © it was held that apportionment on the 
basis of track mileage was contrary to the 14th Amendment of the 
Constitution. 

Apportionment of rolling stock of railroads. In the property fac- 
tor of the apportionment formula, a unitary railroad’s rolling stock 
which is used should be represented. To determine the place where 
such property was used during the tax period, the rule used for 
property tax structure seems appropriate. Thus, there is appor- 
tioned to each state that percentage of the value of the rolling stock 
which the number of miles over which it operates within the state 
bears to the total number of miles both within and without the state 
over which the property is operated.” 

Apportionment of other tangible property. In the property factor, 
the value of a railroad company’s road bed or right of way within a 
state may be apportioned in the ratio which the number of miles of 
roadbed or right of way used which is located therein bears to the 
total miles of roadbed or right of way used. Stations and other 
tangible property would be allocated on the basis of physical situs. 

Apportionment of payroll. If a payroll factor were used, there 
would be the problem of allocating the wages and salaries of train 
operating personnel among the states in which they operate. Prefer- 
ably, this should be done on a time basis, although for simplicity it 
could be done on a mileage basis. 

Originating revenue in lieu of property factor. In an effort even- 
tually to define and use a similar uniform formula for all trans- 
portation firms, originating revenue might be substituted for the 
property factor. Originating revenue is both a good index of ter- 
minal activity and the source of the effective demand for the serv- 
ices offered by the railroad. Freight and passenger traffic may be 
heavier in one direction than in the opposite direction. This factor 
would be based upon having the receipts for passenger transporta- 


56 253 U.S. 66 (1920). 

57 See OKLA. Stat. tit. 68, § 878(g) (1) (1951) ; ALTMAN AND KEESLING, op. cit. supra 
note 8, at 117. North Dakota uses a percentage based upon the proportion the car and 
locomotive mileage within the state during the year bears to the total of same. N.D. Rev. 
CovE § 57-3813-8 (1943). 
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tion apportioned to the state where the tickets are sold to the pas- 
sengers. (There would be excluded, however, unused transportation 
and that portion which is over other railroads.) Receipts from the 
transportation of freight would be apportioned to the state where 
the freight is picked up. The task of allocating the portion which is 
over other railroads would be quite a task, but it is worth investi- 
gating whether there is not some comparatively simple mechanical 
way that this can be done. There is also the problem of off-line sales 
which are made in other states, where the point of departure is 
within the taxing state. These should be included as originating 
revenue within the state of departure. On the other hand, off-line 
sales which are made within the state in the railroad’s own offices 
or those of a travel agency should be included where the point of 
departure is in some other state. 

Finally, it may be observed that there is a need for a uniform 
apportionment formula for unitary railroads and that a reasonable 
basis for such uniform method would be a formula composed of the 
three factors of property, line haul, and terminal activity, with ap- 
propriate weighting similar to that recommended for the allocation 
of railroad property in state property taxation. Upon further study 
and investigation it may be found appropriate to use an originating 
revenue factor in lieu of the property factor. 


Unirary Water TRANSPORTATION BusINESS 


Where a taxpayer is engaged in transporting passengers and/or 
freight by water over a route extending into two or more states 
there is a unitary water transport business. Since the transporta- 
tion service performed may take place, at least in part, in interna- 
tional waters, any apportionment method which includes a mileage 
factor would be inadequate, as the mileage factor would include in 
its denominator exempt miles relating to international water move- 
ments.*® An apportionment formula based purely upon mileage is 
therefore inadequate. 

One possible formula for use would follow the method used by 
California which includes property, payroll, and gross receipts fac- 
tors. In the property factor, the vessels or barges instead of being 
allocated on a mileage basis are allocated in the proportion which 


58 In the case of water transportation on inland waters, a mileage ratio was upheld for 
ad valorem taxes. See Ott v. Mississippi Valley Barge Co., 336 U.S. 169 (1949). A mileage 
ratio for a net income tax would also allocate 100 per cent of net income if the entire 
transport were on inland waters. Louisiana uses mileage for interstate towboat, tug, and 
barge operations. One-half of the mileage for all navigable streams bordering on both 
Louisiana and another state is considered Louisiana miles. 
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the number of days in port in the taxing state where it is doing busi- 
ness bears to the total number of port days in states and countries 
where it is ‘‘doing business’’ during the income tax period. For the 
payroll factor, the compensation of the employees aboard the ves- 
sels could be allocated on a similar basis. Periods of time when the 
vessels are tied up because of strikes or for repairs would be ex- 
cluded in the computation. The result of using the days-in-port 
method is that time spent on the high seas and in states or countries 
with no basis for tax jurisdiction are excluded from the denominator 
of the factor and therefore do not appear there as an exempt cate- 
gory. With respect to the receipts factor, instead of using a mileage 
basis the receipts for the transport of passengers would be appor- 
tioned to the state where tickets are sold to the passenger. Receipts 
from the transport of freight would be apportioned to the state 
where the freight is picked up. 

Another possible method might be that which is used in the prov- 
ince of Ontario, Canada. It consists of the ratio that tonnage of 
shipping calling at ports in each jurisdiction plus tonnage of ship- 
ping docked during the whole year in each jurisdiction bears to the 
total of these factors for the whole operation of the company.” 

There is also the possibility of treating water transportation simi- 
larly as other transportation business by using an originating reve- 
nue factor comparable to the above gross receipts factor, which 
would represent the place of origin of the effective demand for the 
services, a movement factor which would be the port day ratio com- 
parable to the arrivals and departures ratio for aircraft, and lastly, 
a terminal factor consisting of originating and terminating tonnage. 
In some cases a vessel may have a big load coming over but a small 
load going back. This emphasizes the importance of giving weight 
to the origin of freight. 

It is submitted that the factors of originating revenue, port days, 
and originating and terminating tonnage are preferable for the ap- 
portionment formula for water transportation, since they are com- 
parable to the arrivals and departures ratio for aircraft, and lastly, 
more indicative of the sources of net-apportionable income. A much 
simpler method would be the single ratio which the number of days 
in ports within the taxing state bears to the total number of days in 
all ports during the income tax period. This would not, however, 
give any weight to variations in the amount of tonnage handled or 
to the place of origin of the receipts for carrying passengers and/or 
freight. 


59 ALTMAN AND KEESLING, op. cit. supra note 8, at 118, 127, and 129. 
60 PERRY, TAXATION IN CANADA 178 (1951). 
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Unitary Power Urmiry Business 


Where a taxpayer is engaged in the production of power, such as 
electricity, and its transmission to consumers in two or more states, 
there is a unitary power business. The business may also be engaged 
in wholesale power operations. The methods used by the various 
states to apportion the net apportionable income of such unitary 
power utilities are not uniform.*' Even within a given state the 
methods may vary. In a few states there is specific provision of the 
formula to be used, but this is not so in most of the states. In the 
latter case, the formula which applies to manufacturing concerns 
may be used or modified by the tax administrator for use. The effect 
of such different practices is not only an administrative burden 
upon the taxpayer and the tax administrator, but there may be 
under- or over-taxation of net apportionable income by the various 
states involved. 

In considering what factors should be included in a uniform rea- 
sonable apportionment formula for unitary public power corpora- 
tions, it is essential to keep in mind that the tax involved is one 
upon net income and not mere activity. Hence, consideration should 
be given to the place of origin of demand as well as the location of 
production and distribution facilities and activities. Because of the 
nature of the business, the consumers of power produced are located 
in the vicinity of the taxpayer’s transmission lines and, in some 
cases, production facilities. The pluce of market consumption should 
be the basis for defining the revenue or receipts factor rather than 
some central office or plant location. 

In addition to the revenue factor, there should no doubt be in- 
cluded a tangible property factor, since the major part of the total 
capital used in the business is invested in the fixed capital assets 
rather than in current production inventory. This is particularly 
true of hydroelectric power generating facilities where the fixed 
capital cost is high compared to the variable expenses. Tangible 
properties would be included at cost less depreciation or capitalized 


61 Massachusetts specifically provides that electric and gas power utilities be apportioned 
on the basis of a single property factor consisting of plant property and equipment, and 
North Dakota provides for a property factor and business factor (compensation plus re- 
ceipts of business). In other states, however, there is no specific reference, and practices 
probably follow the method applicable to manufacturing concerns or some modification 
thereof. In Minnesota, the three-factor formula of property, payroll, and sales is used. In 
Wisconsin it may be tangible property, electricity or gas produced (weighted), and sales; 
only tangible property and sales; tangible property, cost of manufacturing, and sales; or 
separate accounting. In the 1942 return of a unitary public utility taxpayer, under sepa- 
rate accounting, reserve accounts allocation used four different bases, depreciation charges 
used four different allocation bases, and interest charges used six different bases. 
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annual rents. Rates of depreciation of public utility properties, such 
as structures and improvements; reservoirs, dams, and waterways; 
water wheels, turbines, and generators; accessory electrical equip- 
ment; and miscellaneous power plant equipment should be set at 
standard rates by all states. 

A third factor might be one representing human services, namely, 
a payroll factor. Payroll, however, is not the largest element of op- 
erating costs of public utilities, and it is apt to be higher where costs 
of producing steam power are higher and thus distort net income 
distribution to the state of high cost production. The latter would 
also follow under a cost of manufacturing factor unless the produc- 
tion methods are of approximately equivalent unit cost through the 
entire area of operations.” The other possibility is the introduction 
of a unit of production factor which, of course, would be weighted 
on the basis of the gross revenues of the different types of energy 
produced (electric and gas).** The computation used in this method 
is somewhat more involved than simply using a third payroll fac- 
tor. The payroll factor, however, should be based on the place 


62 If production costs are approximately uniform for the various generating plants, the 
substitution of cost of manufacturing for production units (kilowatt hours) would make 
little difference in the allocation of net apportionable income. However, where different 
production methods are employed, the substitution of cost of production for production 
units would make a decided difference in the production ratio and result in according a 
larger proportion of the net apportionable income to the least economical production activi- 
ties. The stability of hydroelectric production expense is in direct contrast to the varia- 
tions in the expenses of steam generation. Operating expenses vary greatly in the increased 
or decreased generation of kilowatt hours in steam plants. The main reason for this is the 
cost of coal used in the steam plant. Where generation in state A is predominantly hydro 
and that in state B is predominantly steam, it would grossly distort the income attributable 
to sources in 4 to use a cost-of-production factor in the apportionment ratio, because the 
cost of producing steam-generated power is greater than the cost of producing hydro- 
generated power. The use of a cost-of-production factor in the apportionment formula in 
such a case would result in the erroneous and irrational apportioning of the greatest 
amount of the net apportionable income to the state where the most expensive method of 
producing electric energy was used rather than to the state which produces electric energy 
by the most economical and efficient method. 

68 The use of the production-units factor gives the same weight to each unit produced. 
It may be argued that so-called ‘‘firm’’ and ‘‘surplus’’ power be weighted alike and that 
this is grossly unfair to the operations in state A where for the most part energy is being 
generated by steam plants whose output is mostly ‘‘firm’’ power. This is erroneous. Since 
all power or generation which comes within the category of ‘‘surplus’’ power must be 
firmed up before it is sold, it follows that if idle steam capacity is required to perform 
this service such factor will be weighted wherever it is performed. Thus, if the steam 
plants in state B are maintained there for the purpose of supplying standby service to 
hydro-production in state A, the value of the property will appear in the property ratio 
where its addition to the denominator thereof will have the effect of assigning income to 
sources in state B. 

64 The weighting of the production-unit factor is accomplished by taking the combined 
total sales of all of the departments—electric, gas, and steam. The percentage that the 
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where the services are rendered rather than residency, particularly 
where the system operates in adjacent cities in different states, e.g., 
Menominee, Michigan, and Marinette, Wisconsin. Using residency 
may result in quite a distorted effect if most of the employees work 
in a different state than in which they reside. Whereas the payroll 
factor may work somewhat in favor of the taxpayer and against the 
state in cases where the steam power is outside the state, it will work 
in an opposite manner in cases where the steam power is inside the 
state. 

The revenue factor would not only include the receipts from the 
sale of energy, be it electric, gas, and/or steam, but also receipts 
from servicing of customer installations on the basis of where such 
services are performed. 

A power utility may also be in the transport business, such as 
street cars or local bus systems. In such cases, the question arises 
whether these operations should be treated as a separate business 
or as an integral pat of a unitary operation. This depends upon 
how such operations are conducted. If they are interdependent, they 
would be unitary, and the apportionment formula used would be 
applicable to the business which makes up the largest portion of 
total revenues. If they are separate, the transport business would be 
treated as a non-apportionable item. 

It should also be observed here that the fundamental unitary na- 
ture of a public utility business is not changed by state regulation of 
rates. Regulation in fact should adapt itself to the unitary character 
of the business on a national or regional basis rather than having 
taxation adopt an artificial separate accounting of activities within 
the state, which are an integral part of a unitary enterprise and 
which may be comprised of one or more legal entities.® 


ConcLuUsION 


The uniform reasonable apportionment formulas for various uni- 
tary public service corporations may be summarized as follows: 


total sales of each department bear to the total sales of all departments is computed and 
used as the relative weight to be given to each department in the production-unit factor. 
The percentage, say, 90 per cent for the electric department, is applied to the production 
ratio which the number of units (kilowatt hours) produced in state A bears to the total 
number of units (kilowatt hours) produced by all plants in the unitary generation. The 
three resulting percentages, one for each of electricity, gas, and steam, are added together 
to arrive at the final production-unit ratio which represents the portion of the total pro- 
duction activities carried on in state A. 

65 In Wisconsin, apportionment is used in most cases of such unitary business. The 
separate accounting approach is, even under regulation, fundamentally contrary to the eco- 
nomic character of the business operation. ; 
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Class of Unitary Business 





Railroads 


(a) Railroad Car Corporations 


(b) Express Companies 
Bridges 


Airplanes 


Water Transportation 


Motor Carrier Transportation 


Pipeline Business 


Telephone and 
Telegraph Business 


Power Utilities 


Factors Included 





Property (ICC Appraisals) ; 
Ton-miles and passenger-miles ; 
Originating and terminating tonnage. 


Car miles of car operation ; 
Originating revenue ; 
Revenue-ton-miles ; 

Originating and terminating tonnage. 


Property factor, or (1) property; (2) 
ton-foot ; (3) originating revenue. 


Originating revenue ; 
Originating and terminating tonnage ; 
Arrivals and departures. 


Originating revenue ; 

Originating and terminating tonnage ; 
Days in port ; or 

Property (vessel days in port) ; 
Payroll (vessel wage days in port) ; 
Originating revenue. 


Originating revenue ; 

Revenue-ton-miles ; 

Originating and terminating tonnage ; 
or 

Property (mobile property on time 
basis) ; 

Payroll (driver payroll on time basis) ; 

Originating revenue. 


Revenue factor (port of delivery) ; 

Barrel miles or 1,000-cubic-foot-miles ; 

Originating and terminating barrels 
or 1,000-cubic-foot-units. 


Revenue-word-miles ; 
Originating and terminating words; 
Originating revenue. 


Property factor ; 
Payroll factor or production factor ; 
Revenue factor (point of delivery). 
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Proposed Revision of Partner and Partner- 
ship ‘Taxation: Analysis of the Report of 
the Advisory Group on Subchapter K 


(Second Installment) * 


DALE E. ANDERSON AND MELVIN A. COFFEE 


XII. Transrers or INTERESTS IN A PARTNERSHIP 


The transfer of an interest in a partnership affects three parties, 
i.e., the transferor-partner, the transferee, and the partnership. We 
shall determine the tax effects of such a transfer to each of them. 


A. Errect on THE TRANSFEROR-PARTNER 


1. Background. 

The transfer of an interest in a partnership may be regarded as 
either a transfer of a partner’s intangible rights in the partnership 
itself or as a transfer of his interest in each individual asset of the 
partnership. The first possibility represents the entity theory which 
causes the character of the gain or loss realized on the transfer to be 
determined by applying the capital asset definition in section 1221 
to the partner’s rights in the partnership entity. Since these rights 
are ‘‘property’’ and are not specifically excluded by section 1221, 
any gain or loss on the transfer would be entirely capital gain or 
loss. The second alternative represents the aggregate concept. Its 
application would cause the capital asset definition to be applied to 
each and every asset. The nature of the gain or loss would depend on 
the nature of each asset owned by the partnership at the time of the 
transfer.? 


* The First Installment of this article appeared in our March, 1960 issue at 15 Tax L. 
Rev. 285 (1960). 

The reader is again cautioned that this article analyzes H.R. 4460, 86th Cong., 1st 
Sess. (1959), and reference is made to H.R. 9662, 86th Cong., 2d Sess. (1960) only inci- 
dentally to highlight the Report of the Advisory Group on subchapter K. 

203 This is the treatment accorded a sale of an interest in a sole proprietorship. Williams 
v. McGowan, 152 F.2d 570 (2d Cir. 1945). ; 
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The 1939 Code contains no provision which determined the cor- 
rect theory. The Commissioner favored the aggregate concept, at 
least when there was a gain realized, and taxpayers generally fa- 
vored the entity concept. The Tax Court embraced the entity theory 
and held that when a partner sold his interest in a partnership to 
his co-partner and to strangers, he sold an intangible consisting of 
a right to share in the value of the partnership after settlement of 
its affairs and not an interest in the assets of the partnership as 
such.* The Courts of Appeals likewise applied the entity concept.?% 
The Commissioner eventually conceded in a 1950 memorandum.2” 

However, apparently the 1950 memorandum is inapplicable if 
one of the assets of the partnership at the time of the transfer is a 
receivable.?” It is clear that the Commissioner has never been will- 
ing to treat the partnership as an entity if one of the assets of the 
partnership is a receivable.*°* The Government has been sustained 
in this contention in the Courts of Appeals for the Third and Ninth 
Circuits °° which refused to apply the entity concept where receiva- 
bles were involved. However, the Government has been defeated in 
the Court of Appeals for the Seventh Circuit and the Court of 
Appeals for the Eighth Circuit.?” 

The stated purpose of the 1954 Code regarding this problem was 
to end the confusion and at the same time to prevent the use of the 
sale of an interest in a partnership as a device for converting rights 


204 H. R. Smith, 10 T.C. 398 (1948), aff’d, 173 F.2d 470 (5th Cir. 1949). 

205 Ibid. Comm’r v. Shapiro, 125 F.2d 532 (6th Cir. 1942); Thornley v. Comm’r, 147 
F.2d 416 (3d Cir. 1945); Comm’r v. Estate of Gartling, 170 F.2d 73 (9th Cir. 1948) ; 
Comm’r yv. Lehman, 165 F.2d 383 (2d Cir. 1948); Shapiro v. United States, 178 F.2d 
459 (8th Cir. 1949). Contra: City Bank Farmers Trust Co. v. United States, 47 F.Supp. 
98 (Ct.Cl. 1942). 

206 G.C.M. 26379, 1950-1 Cum. BuLu. 58. 

207 *¢ The application of this rule should, of course, be limited to those eases in which 
the transaction in substance and effect, as distinguished from form and appearance, is 
essentially the sale of a partnership interest. ... For example, payments made to a 
retiring partner which represent his distributive share of earnings for past services 
should be treated as ordinary income rather than the proceeds derived from a sale of his 
interest.’’ Id. at 59. 

208 See the position of the Commissioner in Max Swiren, 8 TCM 924 (1949), rev’d, 
183 F.2d 656 (7th Cir. 1950) ; Donoho vy. United States, 168 F.Supp. 679 (D. Minn. 1958), 
aff’d, 275 F.2d 489 (8th Cir. 1960); Tunnell v. United States, 259 F.2d 916 (3d Cir. 
1958). The issue is not whether the partnership is an entity but whether payment for serv- 
ices will be accorded capital gain treatment, contrary to the trend of cases typified by Hel- 
vering v. Horst, 311 U.S. 112 (1940) ; Helvering v. Eubank, 311 U.S. 122 (1940) ; Harri- 
son v. Schaffner, 312 U.S. 579 (1947); and Comm’r v. Lake, 356 U.S. 260 (1958). 

209 Tunnell v. United States, supra note 208. See United States v. Snow, 223 F.2d 103 
(9th Cir. 1955); Trousdale v. Comm’r, 219 F.2d 563 (9th Cir. 1955). 

210 Meyer v. United States, 213 F.2d 278 (7th Cir. 1954); Swiren v. Comm’r, 183 
F.2d 656 (7th Cir. 1950); Donoho v. United States, supra note 208. 
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to ordinary income into capital gain.” Section 741 *” provides that 
except as is provided in section 751 the gain or loss from the sale of 
an interest in a partnership shall be capital gain or capital loss. Sec- 
tion 751 *"* requires the amount realized on such a sale which is 
attributable to unrealized receivables or substantially appreciated 
inventory to be treated as an amount realized from the sale of prop- 
erty which is not a capital asset. Thus, not only receivables for serv- 
ices, but also substantially appreciated inventory, will receive ordi- 
nary income treatment when a partner sells his interest in the 
partnership. Section 751 therefore goes even farther toward frag- 
menting the gain into its capital and ordinary income components 
than did the position advocated by the Commissioner in the pre-1954 
Code cases. 

It is important to remember that even though section 741 applies 
to a gain or loss on sale or exchange of a partner’s interest, it is not 
applicable when the transferee of the partner’s interest is the part- 
nership.*** Part II of subchapter K is divided into four subparts. 
Subpart B, sections 731 through 736, applies to those cases where a 
partner exchanges his interest in the partnership for a distribution 
of partnership assets. This subpart is appropriately entitled Dis- 
tributions by a Partnership. Subpart C, sections 741 through 743, is 
entitled Transfers of Interests in a Partnership, and even though 
its terms are broad enough to include transfers of the partner’s in- 
terest to the partnership, subpart B is specifically applicable and 
subpart C does not apply.?* 

Throughout this part of the article designated Transrers or In- 
TERESTS IN A PARTNERSHIP, reference will be made to those transfers 
which are governed by subpart C of subchapter K; reference is to 
transfers of an interest in a partnership to the co-partners or to 
strangers but not to the partnership. However, no attempt will be 
made to maintain this distinction when the terms ‘‘unrealized re- 
ceivables’’ and ‘‘substantially appreciated inventory’’ are dis- 
cussed because these terms apply to distributions as well as to trans- 
fers. 


211 H.R. Rep. No. 1337, 83d Cong., 2d Sess. 70 (1954). 

212 T.R.C. § 741 (1954). 

218 T.R.C. § 751(a) (1954). 

214 For a discussion of the tax effects of the many types of disposition of an interest 
in a partnership, see LITTLE, FEDERAL INCOME TAXATION OF PARTNERSHIPS 253-286 
(1952). 

215 It is not insignificant that Reg. Sec. 1.741-1(b) (1956) does not refer to a sale to 
a partnership but instead states, ‘‘Section 741 shall apply whether the partnership in- 
terest is sold to one or more members of the partnership or to one or more persons who are 
not members of the partnership. ’’ : 
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In order better to understand the Advisory Group’s proposed 
changes in sections 741 and 751, a discussion of some of the prob- 
lems presented by the current operation of these sections follows. 


2. Operation and problems of sections 741 and 751(a) 


(a) Determination whether some of the partnership assets are 
unrealized recewables *** or inventory items *"* which have appre- 
ciated substantially in value.*** The definitional problems encount- 
ered in the application of this step follow. 

A ‘‘receivable’’ is a right to payment for (a) goods delivered or to 
be delivered if the proceeds on their disposition would produce ordi- 
nary income, or (b) services rendered or to be rendered. Although 
the Code permits the right to payment to be ‘‘contractual or other- 
wise,’’ the Regulations define ‘‘or otherwise’’ to mean rights which 
although not definitely contractual are at least quasi-contractual.””” 
Therefore, according to the Regulations, the term ‘‘receivable’’ 
does not include rights which may arise in the future due to the past 
services or past delivery of goods by the partnership. Such rights 
are indistinguishable from good will, which is a capital asset.””° 

A receivable is ‘‘unrealized’’ if the right to payment was not pre- 
viously includible in income under the method of accounting used by 
the partnership. 

Although the determination whether an asset is an unrealized re- 
ceivable is relatively simple, the same is not true of ‘‘inventory 
items.’’ The term ‘‘inventory items”’ is not limited to section 1221 
(1) inventory,” but extends to property retained by the partner- 
ship which, if held by the selling or distributee-partner, would be 
considered a non-capital asset and not section 1231 property.*”* This 


216 T.R.C, § 751(¢) (1954). 

217 I.R.C. § 751(d) (2) (1954). 

218 I.R.C. § 751(d) (1) (1954). 

219 ‘*Such rights must have arisen under contracts or agreements in existence at the 
time of sale or distribution, although the partnership may not be able to enforce pay- 
ment until a later time.’’ (italics added) Reg. See. 1.751-1(e) (ii) (1956). 

220 LITTLE, FEDERAL INCOME TAXATION OF PARTNERSHIPS 277 (Supp. 1957). 

221 Section 1221(1) (1954) refers to stock in trade which is inventoriable and property 
held primarily for sale to customers in the ordinary course of trade or business. It is in- 
teresting that section 751 of H.R. 8300, 83d Cong., 2d Sess. (1954), did not refer to ‘‘in- 
ventory items’’ but used the terms ‘‘inventory or stock in trade.’’ The Senate Report 
stated that the substituted term ‘‘is essentially the same in scope as the term ‘inventory 
or stock in trade’ used in the House bill.’’ S.Rep. No. 1622, 83d Cong., 2d Sess. 403 
(1954). The impression that the substituted term means inventory in the stock in trade 
sense is dispelled by the breadth of section 751(d)(2)(B) (1954). 

222 T.R.C. § 751 (d)(2)(C) (1954). 
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is intended to prevent dealers from converting ordinary income to 
capital gain by participating in partnerships which hold similar 
property for investment purposes.” The term also includes any 
partnership property which on sale by it ‘‘would be considered 
property other than a capital asset and other than property de- 
scribed in section 1231.’’*** The Regulations define ‘‘inventory 
items’’ as including accounts receivable * because they are non- 
capital assets and property not described in section 1231. This in- 
terpretation is questionable.*”° 

Although the wording of section 751(d)(2)(B) appears broader 
than was apparently intended because it seems to include section 
1221(2) property, if held for six months or less,”** and trade ac- 


223 However, since section 751(b) (1954) creates tax consequences to both the dis- 
tributee-partner and the distributor-partnership, this definition creates what is probably 
an unintended hardship. Assume that ABC partnership holds realty, which is a capital 
asset to the partnership, and other property. If the realty is distributed in liquidation of 
the interest of A, who is a dealer, the partnership realizes ordinary income which will be 
included in the distributive shares of B and C who, let us assume, are not in the realty 
business, 

224 T.R.C. § 751(d)(2)(B) (1954). 

225 Reg. Sec. 1.751-1(d) (2) (ii) (1956). 

226 It is questionable first, because section 735 (1954) treats inventory items and ac- 
counts receivable as different kinds of assets. The character of the gain or loss from the 
sale of ‘‘inventory items’’ is capital if the sale or exchange, which creates the gain or loss, 
occurs five years or more from the date such items are distributed. However, if the dis- 
tributed property had been unrealized receivables, the gain or loss would have been 
ordinary; second, the classification under section 751(a) of ‘‘(1) unrealized receivables 
..., 0r (2) inventory items. ...’’ suggests these terms are meant to be mutually exelu- 
sive; and third, the legislative history appears to deny that receivables can be inventory 
items. An example in the Senate Report states that the inventory of a partnership has sub- 
stantially appreciated if its balance sheet lists the following assets: 


Adjusted Basis Market Value 
Cash $10,000 $ 10,000 
Accounts receivable 15,000 15,000 
Inventory 30,000 39,000 
Capital Assets 40,000 46,000 
$95,000 $110,000 


The Report further states, ‘‘ Since the fair market value of the inventory, $39,000, exceeds 
120 per cent of its adjusted basis (120 per cent of $30,000, or $36,000), and also exceeds 
10 per cent of the fair market value of all partnership property other than money (10 per 
cent of $100,000, or $10,000), the inventory has substantially appreciated in value.’’ 
S.Rep. No. 162, 83d Cong., 2d Sess. 404 (1954). If the receivables had been included in 
inventory, the fair market value of the inventory, $54,000, would not exceed 120 per cent 
of its adjusted basis (120 per cent of $45,000, or $54,000), and there would have been no 
substantial appreciation. I.R.C. § 751(d)(1)(A) (1954). 

227 Section 1231 (1954) does not include this property, for by the terms of section 
1231(b) (1) only property held for more than six months is included therein. 
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counts receivable,” it is arguable ** that it is also too narrow. It is 
too narrow because its terms do not include section 306 stock or the 
stock of a collapsible corporation. Stock defined in section 306 and 
stock of a collapsible corporation are not strictly ‘‘property ... 
which, on sale or exchange by the partnership, would be considered 
property other than a capital asset and other than property de- 
scribed in section 1231.’’ **° Instead, they are property capable of 
producing that which is considered gain from the sale of property 
which is not a capital asset.”*! The language of sections 306(a) and 
341(a) does not change the character of the stock from a capital to 
a non-capital asset ; the language changes only the treatment of the 
gain from capital to ordinary income. 

Even if a particular asset is an inventory item, it will not be ‘‘sec- 
tion 751 property’’ ** unless all inventory items have appreciated 
substantially in value. The substantial appreciation test is applied 
to the total of the inventory items and not to the inventory item by 
item.?** The inventory items are considered to have appreciated sub- 
stantially if their fair market value exceeds 120 per cent of their ad- 
justed basis to the partnership and also exceeds ten per cent of the 
fair market value of all partnership property other than money.*** 

This double-barreled test probably creates opportunities for tax 
avoidance. For example, if the inventory of a partnership has a 
basis of 100 and a value of 125, the 120 per cent test will not be 
satisfied if additional inventory with a basis of 25 and a value of 25 
is acquired; also if the following assets are present: 





Adjusted Basis Value 
Money 10 10 
Other property 80 80 
Inventory 1 10 
Total 91 100 


228 Section 1221(4) (1954) does not refer to all types of receivables but only to trade 
or business receivables. Thus, only trade receivables are specifically excluded as non- 
capital assets. In this connection, the example in note 226 supra does not necessarily refute 
the Commissioner’s inclusion of receivables in inventory items. If the receivables in the 
example are not trade receivables, the Senate’s example is not contrary to the Regulations. 

229 Indeed, some have no doubt but that this result obtains. Hearings Before the House 
Committee on Ways and Means on General Revenue Revision, 85th Cong., 2d Sess., pt. 3, 
2939 (1958) (American Institute of Certified Public Accountants). 

230 I.R.C. § 751(d) (2) (B) (1954) ; italics added. 

231 I.R.C. §§ 306(a) (1) (A) and 341(a) (1954). 

232 This term was coined by Reg. Sec. 1.751-1(e) (1956). 

233 Reg. Sec. 1.751-1(d) (1) (1956). 

234 T.R.C. § 751(d) (1) (1954). 


























1960] PARTNER AND PARTNERSHIP TAXATION 503 


The ten per cent test will not be met should the money be converted 
to a money item such as short-term treasury notes.” Further, since 
the ten and 120 per cent tests do not depend on net worth, the part- 
ners can avoid section 751 by increasing assets purchased by bor- 
rowed funds. 


(b) Determination of the allocation of the amount realized.” 
This step is accomplished by subtracting the amount realized from 
the sale of a partner’s interest which is attributable to section 751 
property *** from the total amount realized from the sale of the in- 
terest in the partnership.*** The remainder of the amount realized is 
attributable to other property. 

The total amount realized by a partner on the sale of his partner- 
ship interest includes his share of partnership liabilities which the 
transferee assumes.”*® The Regulations state that the selling part- 
ner’s share of partnership liabilities is determined in accordance 
with his ratio for sharing losses.” 

The Regulations also provide that the allocation by the buyer and 
seller of the amount realized from section 751 property will gen- 
erally be regarded as correct.**' In the absence of such an agree- 
ment, it is not clear how the allocation is to be made. The legislative 
history and the Regulations are ambiguous as to whether the 
amount ‘‘attributable to’’ section 751 property is to be determined 
by the gain ratio, the loss ratio, the capital ratio, or a fair market 
value ratio.**? The proper allocation would seem to require that the 


235 Section 333(e) (2) (1954) solves a somewhat similar problem by equating recently 
acquired stock and securities with money. 

236 I.R.C. § 751(a) (1954). 

237 ‘For the purposes of this section, ‘section 751 property’ means unrealized re- 
ceivables or substantially appreciated inventory items, and ‘other property’ ‘means all 
property (including money) except section 751 property.’’ Reg. See. 1.751-1(e) (1956). 

238 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A235 (1934) (Example). 

239 See Crane v. Comm’r, 331 U.S. 1 (1947). Reg. Sees. 1.751-1(g) Examples (1) and 
(2) (C) (1956). 

240 Reg. Sec. 1.752-1(e) (1956). Willis argues that this Regulation is incorrect. Hanp- 
BOOK OF PARTNERSHIP TAXATION (1957). 

241 Reg. See. 1.751-1(a)(2) (1956). The purchaser normally desires that a large 
amount be allocated to the section 751 asset for purposes of sections 732(d) and 743(b) 
(1954). 

242 The following language implies that if the section 751 property were sold by the 
partnership and such sale produced a gain, the gain ratio is proper; or if the disposition 
produced a loss, the loss ratio is proper: 

‘¢. . . Amounts attributable to such rights would be treated as ordinary income if 
realized in normal course by the partnership. The sale of a partnership interest or dis- 
tributions to partners should not be permitted to change the character of this income... .’’ 
H.R. Rep. No. 1337, 83d Cong., 2d Sess. 71 (1954). However, the Example at page 234 
of the same Report does not refer to gain or loss ratio; instead, it presents a case where 
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part of the amount realized which is attributable to section 751 as- 
sets be determined in accordance with the ratio of the fair market 
value of the section 751 assets to the fair market value of all as- 
sets. Therefore, if ABC partnership has the following balance 
sheet and A sells his interest to D for 30, the amount. realized at- 
tributable to section 751 assets is computed as follows: 











Assets Basis Value Capital Basis Value 
Cash 30 30 A 10 30 
B 25 30 
Inventory 10° 60_ C _5 30 
40 90 40 90 


A’s share of FMV section 751 assets 
A’s share of FMV all assets 
20_ x 30 = 20 
30 

If A sold his interest for 60, the amount attributable to section 
751 assets would be 40 (20/30 60), even though the books would 
show that A’s portion of the inventory determined by his capital 
ratio is only 20 30/90 x 60). Likewise, if A sold his interest for 15, 
the amount attributable to section 751 assets would be 10 (20/30 x 
15), even though his portion determined by the capital ratio would 
still be 20. These discrepancies are caused by the fact that the pur- 
chaser did not concur with the valuation of the assets on the part- 
nership’s books. If the purchase price is not harmonious with the 
valuation on the books, the courts should not be bound by the book 
valuation, but should be free to revalue the assets. 





< amount realized 


(c) Determination of the allocation of basis. This is accomplished 
by subtracting the basis of the partner’s interest in the partnership 
allocable to section 751 property from the basis of the partner’s in- 
terest, and the remainder is the partner’s basis which is allocable to 
other property. 

The terms of section 751 *** refer to an allocation of only the 
amount realized. However, it is clear that section 751(a) also re- 
quires a fragmentation of the basis of the partner’s interest in the 


a ratio determined by the partnership’s adjusted basis for a partner’s capital account 
or the fair market value for a partner’s capital account or the ratio of fair market value 
of section 751 property to all property could all be equally proper. Reg. Sec. 1.751-1(g) 
Example (1) (1956) perpetuates the ambiguity because it adopts the Example of the 
House Report. 

2483 See WILLIS, op. cit. supra note 240, at 184. 

244 I.R.C. § 751(a) (1954). 
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partnership.** The Regulations *** state that the basis allocable to 
section 751 property is an amount equal to the section 732 basis that 
such property would have had to the partner if the partner’s share 
of such property had been distributed to him in a current distribu- 
tion. 


(d) Determination of the amount and nature of the gain or loss 
realized. This is done by subtracting the amount realized which is 
attributable to section 751 property from the basis of the partner’s 
interest which is allocable to section 751 property. The resulting 
gain or loss is treated as ordinary gain or loss.*** Then the amount 
realized attributable to other property is subtracted from the re- 
maining basis of the partner’s interest in the partnership. This re- 
sulting gain or loss is treated as gain or loss from the sale or ex- 
change of a capital asset.** It is therefore possible for a partner to 
realize both ordinary gain and capital loss when he sells his interest 
in the partnership. 

In summary, the statutory solution to the problem concerning the 
nature of the gain or loss on the sale of an interest in a partnership 
is to treat such gain or loss as capital, except to the extent that sec- 
tion 751(a) requires a fragmentation of the amount realized into 
capital and ordinary income components. This approach requires a 
primary determination of the type of assets to which the statute 
will accord ordinary income consequences. In addition to the possi- 
ble overlap of the terms ‘‘unrealized receivables’’ and ‘‘inventory 
items,’’ the statute is rendered more uncertain because the test for 
substantial appreciation is capable of a great degree of manipula- 
tion. There exists some uncertainty concerning the proper method 
of allocating the amount realized. Since the statute fragments the 
amount realized and not the gain, it is difficult to say which of the 
suggested methods of allocation would be proper in all instances. 
This is the situation which faced the Advisory Group; the proposals 
follow. 


245 ‘Tn determining the amount of ordinary income or loss realized by a partner upon 


the disposition of his interest in such items, a portion of such partner’s adjusted basis 
for his interest in the partnership must be allocated, under Regulations, to his share of 
unrealized receivables or fees or substantially appreciated ... inventory. ... The amount 
of basis to be so allocated shall ordinarily be his pro rata share of the partnership basis 
for such property. This amount shall be subtracted from the basis of that partner’s in- 
terest.’’ H.R. Rep. No. 1337, 83d Cong., 2d Sess. A234 (1954). See also Reg. See. 1.751- 
1(a) (2) (1956) ; 8S. Rep. No. 1622, 83d Cong., 2d Sess. 401 (1954). 

246 Reg. See. 1.751-1(a) (2) (1956). 

247 Ibid. 


248 Ibid. 
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3. Advisory Group’s recommendations 


(a) Definition of 751 assets. The collapsible provisions were in- 
serted to prevent avoidance of tax by the sale of ordinary income 
assets under the umbrella of an interest in a partnership which would 
thereby give the seller the opportunity to convert ordinary income 
to capital gain. The ordinary income assets to which the present col- 
lapsible partnership provisions are made applicable are unrealized 
receivables and inventory items which have appreciated substan- 
tially. The Advisory Group abolishes this classification and brings 
to subchapter K the capital gain-ordinary income provisions of the 
Code.” Thus, ‘‘ ‘section 751 assets’ means’’*® (1) all 1231(b) 
property if the sale of all 1231(b) property of the partnership would 
result in a net loss, and (2) all other property of the partnership ex- 
cept property which, if it had been sold or exchanged at a gain, 
would produce that which is considered long-term capital gain.?>” 

The thrust of section 751 differs from that of section 1221. Section 
1221 states that all property will be a capital asset unless it is spe- 
cifically excepted. The proposed section 751 ** states that all prop- 
erty will be a section 751 asset and thus give rise to non-capital 
treatment unless it is specifically excepted. This difference in ap- 
proach should produce no conflict. 

To preclude the assertion that an asset is not section 1231(b) 
property or that the sale of the property would not have produced 
long-term capital gain because such properties were not held long 
enough, the proposed statute *°* declares that all property of the 
partnership shall be deemed to have been held for more than six 
months or twelve months for property described in section 1231(b) 
(3). 

249 Revised Report, Hearings Before the House Committee on Ways and Means on Ad- 
visory Group Recommendations on Subchapters C, J and K, 86th Cong., Ist Sess. 161 
(1959). 

250 H.R. 4460, 86th Cong., Ist Sess. § 751(a) and (b) (1959). 

250a Section 751(a) of H.R. 9662, 86th Cong., 2d Sess. (1960) contains a similar defini- 
tion. 

251 H.R. 4460, 86th Cong., Ist Sess. § 751(a) (1959). 

252 H.R. 4460, 86th Cong., 1st Sess. § 751(¢) (2) (1959). 

253 It may prove to be cumbersome that proposed section 751(c) (2) was not much more 
generally worded. The attempt was to treat as section 751 property that property which 
cannot be accorded capital gains treatment regardless of the holding period. This is in 
accord with the general theory of the collapsible partnership sections, i.e., to prevent con- 
verting ordinary income to capital gain by placing ordinary income assets in a partnership 
and then selling the interest in the partnership. The holding period for the purpose of 
determining whether an asset is an ordinary income asset is immaterial. The language of 
proposed section 751(¢)(2) refers to the capital gains sections as they now exist. If 
history is any indication of what we may expect in the future, it may be said that various 
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Present section 751 assets presumably include existing rights to 
services to be rendered in the future and existing rights for goods 
to be delivered even though they are not presently owned. It is ques- 
tionable whether all such rights should be classified as section 751 
assets. Should a law firm that is on a retainer to do all the legal work 
for X be forced to treat the fair market value of that right as an or- 
dinary income item? Is not at least the major part of that right in- 
distinguishable from good will? The same question may be asked 
concerning the value of the right to supply all the requirements of a 
business, especially if the items to be supplied are not yet owned by 
the supplier-partnership. Clearly, the income is not yet realized, and 
the income will be taxable to the partnership in full when it is real- 
ized. Further, that which gives rise to the possibility of realization, 
the furnishing of goods or services, has not yet occurred. 

The American Bar Association has recognized this problem.*** 
However, they state, ‘‘The advisory group has the same objective, 
and they have set up a new definition of section 751 assets, which 
would have the effect of covering our proposals by avoiding inclu- 
sion of elements of good will in the definition of ordinary income as- 
sets.’’ > This conclusion would appear to be overly optimistic. 

Generally, the sale or exchange of section 1231(b) property will 
produce no tax detriments. If the property has appreciated, it will 
be accorded the favorable capital gain treatment; if the property 
has depreciated, it will be accorded the favorable ordinary loss 
treatment. Likewise, under proposed section 751, the presence of 
section 1231(b) property can only help a partner avoid collapsible 
treatment. If all section 1231(b) property would produce a net gain, 
then under proposed section 751(a) all of the section 1231(b) prop- 
erty is non-section 751 property. The net appreciation of such prop- 
erty, even if it exceeds fifteen per cent of the amount realized, will 
produce no ordinary income.** If all section 1231(b) property would 


groups will cause special legislation to be passed in the capital gains area and that bar- 
gaining may center on the holding period. See Cary, Pressure Groups and the Revenue 
Code: A Requiem in Honor of the Departing Uniformity of the Tax Laws, 68 Harv. L. 
Rev. 745 (1955). Future change in the capital gains sections will require change here. 
To avoid the necessity for change whenever the capital asset provisions change, proposed 
section 751(¢)(2) should have been worded so that for the purpose of section 751 all 
property will be deemed to have been held for at least that period required to produce 
long-term capital gain or to qualify as section 1231(b) property. 

254 Hearings, note 249 supra, at 977, 981, and 996 (Joseph P. Driscoll, representing the 
American Bar Association). 

285 Id. at 977. 

256 H.R. 4460, 86th Cong., 1st Sess. § 749(a) (1959), treats as ordinary income only the 
transferring partner’s distributive share of gain attributable to section 751 assets. Since 
this property is not a section 751 asset, no ordinary income may result. H.R. 9662, 86th 
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produce a net loss, then this net loss reduces the appreciation of 
other section 751 assets, thereby making the fifteen per cent limita- 
tion in proposed section 749(b) more difficult to satisfy. Even if the 
fifteen per cent limitation is satisfied, the net loss will reduce the 
gain attributable to section 751 assets and will therefore reduce the 
amount of ordinary income under proposed section 749(a). 

Proposed section 751(c)(1), for purposes of defining whether 
property is a section 751 asset, requires the character of the prop- 
erty to be determined at the partner level ‘‘ (giving due regard to 
the business financial operation, or venture in which the partnership 
is engaged).’’ #5? The Advisory Group clarifies the quoted paren- 
thetical clause by stating, ‘‘[T]he business activity of the partner- 
ship is, of course, attributed to the partner.’’ > The Group conld 
have made the provision more certain had the proposed section 
given statutory effect to the statement in the Report rather than em- 
ploying the parenthetical clause. 

The determination at the partner level will preclude the use of a 
partnership as a vehicle for a dealer in property to convert ordinary 
income to capital gain by placing such property in a partnership and 
then selling his interest in the partnership. The parenthetical clause 
is necessary, because otherwise a partner whose only business ac- 
tivity is the partnership from which he is withdrawing could not be 
said to be in a trade or business. The references in proposed section 
751 to section 1231(b) property would therefore be meaningless. 

The final observation on the proposed definition of section 751 as- 
sets pertains to the conclusion of the Regulation which currently in- 
cludes section 1221(4) receivables as inventory items. Although Ar- 
thur Willis and Paul Little disagreed with this conclusion,”® the 
Advisory Group’s definition of section 751 assets perpetuates this 
interpretation. The result is that just as before, an accrual method 
taxpayer will be able to consider the realized receivables *® in de- 
termining whether the section 751 assets have substantially appre- 
ciated. 

Cong., 1st Sess. (1960), reaches a similar result by excluding section 1231(b) property 
from section 751 asset status and reducing section 751 gain by section 751(b) loss. 

257 H.R, 4460, 86th Cong., Ist Sess. § 751(¢) (1) (1959). 

258 Hearings, note 249 supra, at 161. 

259 LITTLE, op. cit. supra note 220, at 290. WILLIS, op. cit. supra note 240, at 196, refers 
to section 751(d) (2) (B) (1954) in this regard as ‘‘ drafting error,’’ which will undoubt- 
edly be corrected by legislation in the near future. Mr. Willis was the chairman and Mr. 
Little a member of the Advisory Group. 

260 The term ‘‘ realized receivables’’ is here used in contra-distinction to ‘‘ unrealized 
receivables’’ and means accounts receivable which have already been taken into account 
for tax purposes by an accrual basis taxpayer. 
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Summarizing, the proposed definition will probably cause exist- 
ing rights to payment for services to be rendered in the future and 
existing rights to payment for goods to be delivered, even though 
they are not yet owned, to be subject to collapsible treatment. The 
definition leaves something further to be desired when it includes 
realized receivables as ordinary income items and thereby distorts 
the appreciation of true income items. In spite of these shorteom- 
ings, a fair evaluation of the definition appropriately concludes :? 

... [W]e [the Treasury] think the simplified definition of section 751 
assets developed by the advisory group is a decided improvement over the 


present detailed and troublesome definitions of unrealized receivables and 
substantially appreciated inventory. We endorse it as a real contribution. 


(b) Modification of the substantial appreciation tests. Current 
law requires inventory items to have appreciated more than 20 per 
cent and to represent more than ten per cent of the total value of 
partnership assets, other than money, before such items will be sub- 
ject to collapsible treatment. Unrealized receivables are currently 
subject to collapsible treatment whether or not they have appreci- 
ated substantially. Proposed section 749(b) requires in part that 
the transferor-partner’s distributive share of gain attributable to 
all section 751 assets *® shall exceed fifteen per cent of the net 
amount realized.?** 

The limitation continues to inspect the difference between the ad- 
justed bases and fair market values of section 751 property. It is the 
distributive share of gain from section 751 assets which must exceed 
fifteen per cent of the net amount realized. There would be no gain 
if there were no difference between basis and value. The present 
statute, in addition to taking into account the appreciation of the 


261 Hearings, supra note 249, at 659 (Jay Glasmann, representing the Treasury). 

262 H.R. 4460, 86th Cong., 1st Sess. § 749(b) (1959) does not refer to the transferor- 
partner’s distributive share of gain attributable to section 751 assets. It refers instead to 
‘*the amount of the gain attributable to section 751 assets.’’ The definition of ‘‘the 
amount of gain attributable to section 751 assets,’’ which is found in proposed section 
749(a), is not limited by words restricting its applicability to that subsection, but it 
apparently is intended to apply to all of the collapsible partnership transactions, Further, 
the comparison of 15 per cent of the amount realized, reduced by an allocable share of the 
liabilities of the partnership, to the gain attributable to section 751 assets would be ludi- 
crous if the gain was not meant to be the transferor-partner’s distributive share of the 
gain. For these reasons, it seems clear that section 749(b) imposes limitations based upon 
the transferor-partner’s distributive share of gain attributable to section 751 assets. 

262 H.R. 9662, 86th Cong., 2d Sess. (1960), rejected the determination of collapsible 
treatment based only on the percentage of section 751 gain to net amount realized. It re- 
tains the Advisory Group’s proposal that the fair market value of all partnership prop- 
erty is to be reduced by partnership liabilities before determining whether the section 751 
assets have substantially appreciated. See note 262 supra. 
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inventory items, also requires the value of the items to be at least 
ten per cent of the total value. The proposed statute does not re- 
quire the latter. The proposal does not compare the value of section 
751 assets with the value of all assets. This proposed change has 
been disapproved by the Treasury because it erroneously feels that 
the proposal will make it easier for the partners to avoid collapsible 
treatment than is the case under the current tests.?® 

The general rule of section 741 is that a sale of an interest in a 
partnership is deemed, pursuant to the entity concept, to be a sale 
of the intangible rights of ownership of the business and is there- 
fore entitled to capital gains treatment in toto. It is the exception to 
this general rule which treats certain partnerships as both entities 
and aggregates. This is necessary only when so much of the gain 
realized on the sale of an interest in the partnership is attributable 
to ordinary income assets that the exception to protect the revenues 
should be effective. The ratio of the basis of section 751 assets to the 
value of section 751 assets is important only if gain is created which 
can be converted to capital gain. The ratio of value of section 751 as- 
sets to net value of the partnership is important only if the problem 
of conversion of ordinary gain to capital gain exists. The Advisory 
Group recognizes the purpose that the substantial appreciation test 
is intended to serve and has redrafted the definition thereof accord- 
ingly. The Treasury’s disapproval of this proposed definition ap- 
pears unwarranted. 

Currently, that part of the substantial appreciation test which de- 


263 This conclusion is thought to be illustrated by an example of a partnership which 
has only inventory items with a basis of $20,000 and a fair market value of $25,000, and 
that currently the partners would have to add in excess of $225,000 worth of other prop- 
erty to the partnership to take the partnership out of the collapsible category. Further, 
that under the proposal, if the partners add other property with a value of $8,334, the 
gain attributable to section 751 assets, $5,000, would not exceed 15 per cent of the amount 
realized, $33,334 ($25,000 plus $8,334), or $5,000.10. Therefore, the limitation of pro- 
posed section 749(b) would be applicable and the collapsible provisions would not apply. 
The Treasury holds the proposal requires not $225,000 worth of other property to be 
added, but only other property with a value of $8,334, Hearings, note 249 supra, at 658. 

This observation would be correct except for the fact that the present tests are in the 
conjunctive. The tests look not only to the value of the section 751 assets compared to the 
value of all assets, but also to the appreciation of section 751 assets. The partners in the 
Treasury ’s example currently can avoid collapsible treatment by the purchase of inventory 
with a basis and value of $5,000. Since the inventory will not have appreciated more than 
20 per cent (the value of the inventory, $30,000, does not exceed 120 per cent of the basis 
of the inventory, $25,000, or $30,000), section 751 will be inapplicable. Therefore, under 
the current tests, collapsibility will be avoided by the purchase of $225,000 of other prop- 
erty or the purchase of inventory items with a basis and value of $5,000. Under the pro- 
posed tests, the same result will obtain only if any kind of property with a basis and 
value of $8,334 is acquired. 
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termines whether the ratio of the value of section 751 assets to the 
value of all assets exceeds ten per cent does not take the presence of 
liabilities into accow t.** It is therefore possible for a partnership 
to avoid collapsible treatment by manipulation. For example, if it 
has inventory with a basis of 10 and value of 22 and also has other 
property with a basis of 200 and value of 200 (even though the part- 
ner’s equity in the other property is only 50 because of a liability of 
150), the ten per cent test is not satisfied. The Advisory Group felt 
that the relative portion of the partner’s equity which is composed 
of ordinary income items should determine at what point ordinary 
income consequences attach.*” Therefore, proposed section 749(b) 
provides that collapsible treatment will not occur unless the distri- 
butive share of the ‘‘gain attributable to section 751 assets ... ex- 
ceeds 15 per cent of the amount realized, reduced by an allocable 
share of the liabilities of the partnership, in exchange for the entire 
interest transferred.’’ 7% 

The American Institute of Certified Public Accountants has ob- 
served that this change ‘‘ would only stop the use of credit financing 
by the firm. The results obtainable under the present law may also 
be had under the proposed amendment if the partners borrow indi- 
vidually and contribute the loan proceeds to the partnership.’’ 7 

Many of the methods of avoiding collapsible treatment will be just 
as possible under the proposed changes as they are under the cur- 
rent substantial appreciation tests. It will be just as possible to 
increase the over-all basis of section 751 assets so that the gain at- 
tributable to section 751 assets will be reduced. This can be accom- 
plished by the purchase of new inventory. Similarly, it will be just 
as possible to increase the net amount realized attributable to other 
property by increasing the amount of other property. Since there 
will no longer be any need to convert money to money items, it will 
be possible to borrow money as individuals and then contribute the 
money to the partnership. It is not the authors’ purpose to try to list 
the various tax-avoidance devices. Rather, they are attempting to 

264 LLR.C. § 751(d)(1)(A) (1954). 

265 ‘¢ W]e have learned of instances, particularly in the real estate development field, 
where heavily mortgaged property is involved, and where the leverage is very great, in 
which a partner can have a gain which represents a large part of his net investment and 
still fall outside the collapsible partnership statute. We are recommending, therefore, that 
the test be net asset value, in other words, gross assets over partnership liabilities, in 
measuring this 15 per cent. When you are really making that amount of profit based upon 
your true equity investment, you ought to pay your ordinary inventory tax.’’ Hearings, 
note 229 supra, pt. 2, at 2207 (Mark H. Johnson, representing the Advisory Group). 


266 H.R. 4460, 86th Cong., Ist Sess. § 749(b) (1959). 
267 Hearings, note 249 supra, at 723. 

















512 TAX LAW REVIEW [Vol. 15: 


show the futility of trying to cure avoidance merely by the amend- 
ment of the substantial appreciation test. It is suggested that al- 
though an in terrorem test in addition to the mathematical tests 
would inject additional uncertainty in this area, it would tend to 
curb the avoidance which is the root of the trouble.”® 

(c) The de minimis limitation. Proposed section 749(b) provides 
that the collapsible provisions shall not apply unless the transferor- 
partner’s distributive share of the ‘‘ gain attributable to section 751 
assets exceeds $1,000. ...’’ **° The $1,000 is not an exclusion; it is a 
ceiling which, if surpassed, causes the entire gain to be subject to 
the collapsible rules.?” 

This limitation *” prohibits the application of the collapsible pro- 
visions when the amount of ordinary gain involved is not sufficient 
to motivate tax-avoidance schemes. In such eases, the collapsible 
provisions which were intended to stop tax avoidance are unneces- 
sary. Some believe that the $1,000 ceiling is too low, even though it 


268 The following statement by Mr. Willis, chairman of the Advisory Group on sub- 
chapter K, concerning in terrorem clauses is especially worthy of note: 

‘*Mr. [Noah M.] Mason, one of the very interesting factors with respect to these in 
terrorem provisions is that you accomplish a lot more good than you perhaps realize. It 
is men like Mr. [Laurens] Williams and I who are responsible for a fair proportion of tax 
avoidance by skillful reading of the law. 

**On the other hand, when we read this kind of an in terrorem provision, we know 
from prior experience that maybe we can lick it in court, but the client must be willing to 
take the matter to court, if necessary. Therefore, the tendency is to say, ‘Let’s not try it 
unless you understand all of the risks.’ 

‘‘T think the in terrorem provisions, carefully drawn, have a very salutary effect on 
discouraging misuse.’’ Hearings, note 249 supra, at 73. 

269 See note 262 supra. The ‘‘collapsible transactions’’ sections of H.R. 9662, 86th 
Cong., 2d Sess. (1960), do not adopt this proposal. 

270 This approach is identical with that of section 665(b) (1954) which defines an ac- 
cumulation distribution for the purpose of the throwback rules as an amount in excess 
of $2,000. 

271 ‘Now, on the topic of limitations, we have recognized that although it is very im- 
portant to stop the collapsible partnership as a tax avoidance device—the large real estate 
developments and kindred ventures that involve large sums of money where the collapsible 
partnership would be used purely for tax avoidance—on the other side of the fence we 
have a large number of transactions which ought not to be bothered. 

*“Let use [sic] take, for example, the man who sells his interest in the corner grocery 
store, and who has a few thousand dollars of profit. Part of that profit is likely to be at- 
tributable to good will, and maybe a little bit of it is attributable to the increase in value 
of some of the cans of groceries on the shelf. To make that man go through the complica- 
tions of a collapsible partnership rule is the very kind of thing that creates criticism of 
the tax law. 

‘*Now, we have tried to introduce some limitations by way of de minimus rules that 
would make this fragmentation rule, these simple everyday cases where the amount of 
tax at stake is generally less than the value of the revenue agent’s time who is examining 
it, let alone the taxpayer’s time.’’ Hearings, note 229 supra, pt. 2, at 2206 (Mark H. 
Johnson, representing the Advisory Group). 
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applies not on a yearly basis but to each sale.*” In this connection, 
it may be assumed that the Treasury will assert that several sales 
which are steps in a series shall be treated as one for the purpose of 
restricting the limitation.* Perhaps the reason the Treasury op- 
poses *"* the de minimis limitation is that it represents an inroad 
which has a tendency of lessening the applicability of the revenue 
protecting provisions to too great an extent. 

(d) Fragmentation of gain rather than amount realized. The eur- 
rent statute * demands that the amount realized be fragmentized 
into its ordinary income and capital components. Hence, if the bal- 
ance sheet appears as follows: 








Adjusted basis 
Assets Basis Value Capital per books Value 
Section 751 assets 100 180 A 100 135 
Other property 100 90 B 100 135 


and if A sells his interest in the partnership to C for 135, 90 of the 
135 is for section 751 property. A’s allocated basis for the section 
751 property is 50, and he will recognize 40 ordinary gain and 5 cap- 
ital loss, as follows: 


Section 751 Other 
property property Total 
Amount realized 90 45 135 
Basis 50 _50 100 
40 —) 


Section 751(a) requires 40 to be recognized as ordinary gain even 
though his total gain was only 35. Another phenomenon of the cur- 
rent statute is that since it is the amount realized which is frag- 
mentized, the mechanics of current section 751(a) are called into 
play whether the transferor-partner realizes a gain or a loss. 

The Advisory Group, in order to simplify and limit the collapsi- 
ble rules,?* proposes that we no longer allocate the amount realized 
and the basis. Instead, the gain *" is fragmentized : *** 


272 Hearings, note 249 supra, at 739 (discussion between Wilbur D. Mills, chairman of 
the Committee on Ways and Means, and Robert Manly, representing the Chicago Bar 
Association). 

273 See Helvering v. Elkhorn Coal Co., 95 F.2d 732 (4th Cir. 1937). 

274 Hearings, note 249 supra, at 660. 

275 LLR.C. § 751(a) (1954). 

276 Hearings, note 229 supra, pt. 2, at 2206 (Mark H. Johnson, representing the Ad- 
visory Group). 

277 This is similar to § X760(b) (1) of the American Law Institute Federal Income Tax 
Statute (Feb. 1954 Draft): ‘‘The transferor shall be treated as having received his dis- 
tributive share of the ordinary gain or loss and the capital gain or loss which would have 
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To the extent that any gain is realized on a sale or exchange of an interest 
in a partnership, the amount of such gain attributable to section 751 assets 
of the partnership shall be considered as gain from the sale or exchange of 
property other than a capital asset... . 


The current statute does not define the way to determine the part 
of the amount realized which is attributable to section 751 prop- 
erty.” Proposed section 749(a) defines the amount of the gain at- 
tributable to section 751 assets to be ‘‘the amount of the transferor- 
partner’s distributive share of any gain which would have been real- 
ized by the partnership if it had sold such assets on the date of the 
sale or exchange of the interest.’’ **° Therefore, referring to the ex- 
ample above, A’s distributive share of the 80 gain which would have 
resulted from a sale of the section 751 assets by the partnership is 
40, and therefore A would treat his entire 35 gain as ordinary in- 
come. Only the portion of a gain in excess of 40 would be treated 
as capital gain. 

Under the current statute, the transferor-partner can recognize 
capital or ordinary gains and/or losses in any combination. How- 
ever, under the proposed statute, the partner can recognize either 
capital gains or ordinary gains but only capital losses. Lest the tax- 
payer bemoan his fate of being forced to treat his losses as capital 
losses, he should note that now his ordinary gain can never exceed 
his total gain. Indeed, if the partnership has only section 751 assets 


been realized by the partnership on a sale for value of all its properties.’’ 9 Tax L. Rev. 
186 (1954). This approach requires the application of the collapsible rules when there is a 
total loss. The approach of that proposed statute was adopted by the American Bar 
Association. Hearings, note 249 supra, at 993. 

278 H.R. 4460, 86th Cong., 1st Sess. § 749(a) (1959). Unfortunately, H.R. 9662, 86th 
Cong., 2d Sess. (1960), does not adopt this proposal. 

279 The present rule requires an allocation of the amount realized from the sale of an 
interest and the allocation of the basis of the interest in the partnership whenever there 
is a sale. The sale may have taken place when there was a gain in the section 751 assets 
and a gain in the other property, when there was a gain in the section 751 assets but no 
gain or loss in the other property, when there was a loss in the section 751 assets and a 
loss in the other property, when there was a loss in the section 751 assets but no gain or 
loss in the other property, when the section 751 assets have appreciated and the other 
property has depreciated, or when the section 751 assets have depreciated and the other 
property has appreciated. If the partnership involved is an equal partnership, the capital 
accounts are equal, the gain ratio is equal, the loss ratio is equal, and the dissolution raiio 
is equal, it is evident that the part of the amount realized which is attributable to section 
751 assets will be based on an equal ratio. But which ratio is proper if the interests differ? 
Are we to apply the gain ratio in all events, or do we apply the loss ratio when the section 
751 assets have depreciated, or do we apply the loss ratio only when there is an over-all 
loss? Is it the capital ratio rather than the profit and loss ratio which is material? If so, 
as of what date? The cases and compromises with the Treasury may furnish the answers; 
these authors cannot. In order to prevent complete frustration, see discussion, pp. 503-504 
supra. 

280 H.R. 4460, 86th Cong., Ist Sess. § 749(a) (1959). 
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which have appreciated 100 and capital assets which have depreci- 
ated 100, there will be no ordinary gain, because there is no gain to 
be fragmentized. This result has been disapproved by the Treasury 
and the American Institute of Certified Public Accountants because 
the proposal ‘‘permits an unlimited offset of capital losses against 
ordinary income.’’ **' It is asserted that since an individual tax- 
payer or an owner of a sole proprietorship cannot offset, subject to 
a modest limitation, a capital loss against ordinary income, the 
owner of an interest in a partnership should be subject to the same 
rules. 

This disapproval resembles the tail that wags the dog, or, if you 
will, completes the circle. It was generally held prior to the 1954 
Code that the sale of an interest in a partnership would be a capital 
transaction ; that there would be no fragmentation; and that such a 
sale was different from a sale by an individual of his sole propri- 
etorship. 

Section 741 codified those decisions, but provided that in the ex- 
ceptional case, in order to protect the fise from the conversion of or- 
dinary income to capital gain, the aggregate concept would be ap- 
plied. The Treasury and the American Institute of Certified Public 
Accountants urge that notwithstanding the history and purpose of 
the collapsible provisions, the aggregate theory should be the gen- 
eral rule in the collapsible area. 

This position overlooks the issue which is of the essence. Should 
the collapsible rules be applied? The Advisory Group answers pri- 
mary questions first when it leaps forward and states that the col- 
lapsible rules apply only if there is a gain and only to the extent of 
that gain. The Group simplifies the operation of the collapsible pro- 
visions, eliminates many of the uncertainties, and protects the 
Treasury.” The proposal should be enacted, notwithstanding the 


281 Hearings, note 249 supra, at 722 (memorandum of Wallace M. Jensen, representing 
the American Institute of Certified Public Accountants). Id. at 666 (David A. Lindsay, 
representing the Treasury). 

282 In answer to the argument that fragmentation of gain would make it possible for 
an individual to run his capital losses through a partnership, it was stated: 

‘*Now, the objection has been raised to our proposal that it might be possible to con- 
tribute to the partnership, prior to the sale of an interest, a capital asset that had a basis 
considerably higher than its fair market value. 

**T have sufficient confidence in the Internal Revenue Service and the courts that I do 
not think for a moment that an abortive attempt like that to avoid the collapsible part- 
nership provision would succeed even in the absence of any specific provision covering such 
an attempt.’’ Hearings, note 249 supra, at 78 (Arthur B. Willis, chairman of the Advisory 
Group). This statement is justified by the thrust of Gregory v. Helvering, 293 U.S. 465 
(1935). 
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protestations of the Treasury and the American Institute of Certi- 
fied Public Accountants.” 


(e) Summary of the operation of proposed sections 741, 749, and 
751. The first step is to determine whether the transferor-partner 
has realized a gain on the sale or exchange of his interest in the part- 
nership. If no gain has been realized, part II of subchapter K is in- 
applicable, and section 741 results in capital gain or loss. The second 
is to determine the basis and the value of the section 751 assets to 
the partnership at the time of the transfer. If the section 751 assets 
have depreciated, the collapsible provisions are inapplicable, and 
section 741 will result in a total capital gain. If the section 751 assets 
have appreciated, the transferor-partner’s distributive share of 
such gain should be determined, which is computed by the gain ratio. 
Third, if the distributive share of such gain exceeds the limitations 
of proposed section 749(b), all of the transferor-partner’s distribu- 
tive share of such gain is ordinary income, and the remainder of the 
gain realized is capital gain. If the limitations are not exceeded, all 
of the gain realized is capital gain. 


B. Errect on THE TRANSFEREE-Co-ParTNER OR THIRD PERSON 


1. Background 


We have just examined the tax effects to the transferor-partner 
when he sells his interest in the partnership. It is imperative to keep 
in mind that which was sold, so that the nature of the interest in the 
partnership which the transferee acquires is also fully understood. 
What is an ‘‘interest in the partnership’’? The Uniform Partner- 
ship Act states, ‘‘The property rights of a partner are (1) his rights 
in specific partnership property, (2) his interest in the partnership, 
and (3) his right to participate in the management.’’ *** The refer- 
ences in subchapter K to an ‘‘interest in the partnership”’ refer to 
the complete bundle of rights and not only to the right which is num- 
bered (2) above. A partner cannot sell his rights in specific partner- 
ship property.*** However, he could sell his interest in the partner- 


282° H.R. 9662, 86th Cong., 2d Sess. (1960), adopts a middle position by continuing the 
fragmentation of the amount realized but now allowing section 1231(b) loss to offset 
section 751 gain. 

283 UNIFORM PARTNERSHIP AcT § 24 (1914). It will be noted that the Act is here em- 
broiled in the conflict between the aggregate and entity concepts. 

284 UNIFORM PARTNERSHIP AcT § 25 (1914) provides, inter alia: 

‘¢(1) A partner is co-owner with his partners of specific partnership property holding 
as a tenant in partnership. 

‘*(2) The incidents of this tenancy are such that: ... 
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ship and retain his right in specific partnership assets. He could also 
sell his rights to participate in the management and retain his in- 
terest in the partnership and his right in specific partnership prop- 
erty. Normally, however, a partner does not split his rights in the 
partnership. Thus, when the transferor-partner sells all his interest 
in the partnership, he is selling not only his right to participate in 
the management and his interest in the partnership, but also his 
right in specific partnership property. 

When a partner sells his interest in a partnership, there is no rea- 
son to change his portion of the partnership’s basis of partnership 
property. However, the same is not true of the transferee’s basis for 
his partnership interest. Assume that equal partnership AB ha. as 
its only asset section 1231(b) property with a basis of 10 and a value 
of 100. If C purchases A’s interest in the partnership for 50, C’s 
basis for his interest in the partnership is 50. C becomes part-owner 
of appreciated property. If the partnership sells the inventory, a 
gain of 90 would ordinarily be realized. Must C report any part 
thereof as his distributive share of the gain? If so, what part? 

The 1939 Code provided: 7 


The basis of property shall be the cost of such property ; except that—if 
the property was acquired ... by a partnership . . . then the basis shall be the 
same as it would be in the hands of the transferor, increased in the amount 
of gain or decreased in the amount of loss recognized to the transferor upon 
such transfer under the law applicable to the year in which the transfer was 
made.... 


The terms of the statute would not authorize the partnership to 
change its basis in its property because of C’s purchase of a part- 
nership interest. Also, the legislative history does not indicate that 
any adjustment was to be made to this basis.?® 

Therefore, when A sold his interest in the ABCDE partnership 


‘*(b) A partner’s right in specific partnership property is not assignable except in 
connection with the assignment of rights of all the partners in the same property.’’ 

285 I.R.C. § 113(a) (13) (1939). This section is substantially the same as it was when 
it was enacted in Revenue Act of 1934, 48 Srat. 708. 

286 ‘‘The committee also proposes two important changes [one of which is effected by 
the second sentence of section 113(a) (13) (1939) and is not here material] in connection 
with the basis provisions, for the purpose of making it entirely certain that there can be 
no use of the partnership as a medium of tax avoidance in cases of sales of property which 
has appreciated in value. The result of the provisions of section 113(a)13 [sic] is that if 
property is purchased by a partnership the basis of such property to the partnership shall 
be its cost; but if the property is paid in by a partner then the basis to the partnership 
shall be the cost or other basis to the partner. The committee believes that this provision 
simply makes specific the correct interpretation of the general provisions of the present 
law.’’ H.R. Rep. No. 704, 73d Cong., 2d Sess. (1934) 1939-1 (Part 2) Cum. Buuu. 554, 
567. 
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the partnership was authorized to reflect the difference between the 
cost of A’s interest in the partnership and the cost to B,C, D, and E 
of A’s interest. The Tax Court held in Robert E. Ford ** that the 
partnership as a computing unit (after the withdrawal) had neither 
disposed of its old assets nor acquired any new assets. No logical 
reason was found for disturbing the cost basis of the specific part- 
nership assets to the partnership. 

Mr. Little suggests that had the Court found that there was a 
termination of the partnership, there would have been a change in 
the basis of the assets to the partnership.*** This would result, be- 
cause on the termination the assets are considered as being dis- 
tributed to the transferor-partner in kind. The partner then is 
deemed to have sold the distributed assets to the transferee. The 
basis of the assets to the purchasing transferee is their cost. The 
assets are then considered as being contributed to the partnership 
by the transferee, and the partnership takes as its basis the cost of 
the assets to the incoming purchasing partners. 

The 1954 Code recognizes that it is sometimes difficult to deter- 
mine the facts where AB partnership becomes BC partnership. One 
logical view is that the partnership distributed to the transferor- 
partner his share of the assets in retirement of his interest. The 
transferor-partner then sells these assets to the transferee, and the 
transferee is deemed to contribute these assets back to the partner- 
ship. If these are the facts, the basis of the ‘‘contributed property’’ 
will be the cost basis to the transferee. Another equally logical in- 
terpretation, which is the one adopted in the Ford case, is that the 
transferor sold his existing interest in the partnership to the trans- 
feree. The 1954 Code provides that even if the Ford facts are 
deemed to have occurred, the partnership’s assets may acquire 
something akin to a cost basis for the transferee.?® 

Section 743 provides that if a proper election has been made, the 
adjusted basis of the partnership property is to be increased or de- 
creased by the difference between the transferee’s basis for his part- 
nership interest and his proportionate share * of the adjusted basis 


287 6 T.C. 499 (1946). 

288 LITTLE, op. cit. supra note 214, at 276. 

289 Reference is to ‘‘sales’’ in order to present a single fact-pattern which may be 
easily understood. It must be remembered that section 743 (1954) refers not only to sales 
but also to a transfer to the successors in interest of a decedent partner on his death. 

290 Reg. Sec. 1.743-1(b) (1956) provides that the transferee-partner’s proportionate 
share of the adjusted basis of all partnership property is equal to ‘‘the sum of his interest 
as a partner in partnership capital and surplus, plus his share of partnership liabilities. ’’ 
Reg. Sec. 1.752-1(e) (1956) states that his share of partnership liabilities is determined 
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of all partnership property.*? The amount of the increase or de- 
crease is an adjustment which affects the transferee-partner only.?®” 
In the AB partnership example above, C purchased A’s interest in 
the partnership for 50. The partnership had property with a basis 
of 10 and a value of 100. If a proper election had been made, there 
would be a section 743 adjustment equal to the difference between 
C’s basis for his partnership interest, 50, and his proportionate 
share of the adjusted basis of all partnership property, 5, or 45. 
Hence, the property has a basis to the partnership of 10 and a spe- 
cial basis to C of 45. When the partnership sells the property for 
100, a gain of 90 is realized (100 minus basis). B’s distributive share 
of the gain is 45. C’s distributive share of the common gain is 45, 
which is reduced by the special adjustment of 45, so that C’s recog- 
nized distributive share of the gain is zero. 

The determination of the amount of the special basis is not too 
difficult. This special basis affects the amount of the transferee’s 
share of depreciation, depletion, gain or loss on disposition, and 
basis of distributed assets, because all of these are determined by 
the basis of the assets to the partnership. The difficulties encount- 
ered in the operation of the section 743 adjustment are not based on 
the language of section 743. Instead, they are caused by the opera- 
tion of section 754, which describes the method of making a proper 
election, and section 755, which allocates the section 743 adjustment 
to the partnership properties. 

The adjustment to the basis of remaining partnership property 
when distributed property takes a different basis in the hands cf the 
distributee-partner than that property had in the partnership was 
discussed previously. The adjustment to basis caused by a distribu- 
tion is optional, as is the adjustment tr basis caused by a transfer of 
a partnership interest. Although H.R. 8300 as it came from the 
House did not tie the two options together, the Senate added to H.R. 
8300 section 754, which requires that if a partnership desires to 
elect the adjustments caused by a transfer, it must also elect the ad- 
justments caused by distributions, and vice versa. 

Although the two adjustments are similar, they differ in several 
important respects. The section 743 adjustment is made only when 
an interest in a partnership is transferred. This occurs rather infre- 


by his loss ratio. WILLIS, op. cit. supra note 240, at 218, takes issue with the conclusion of 
the last mentioned Regulation. 

291 I.R.C. § 743(b) (1954). 

292 Tbid. 
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quently during the life of most partnerships.” The section 734 ad- 
justment could occur more frequently if the partnership habitually 
made distributions in kind. Whereas the section 743 adjustment af- 
fects only transferee-partners, the section 734 adjustment affects all 
partners. Partners will probably think twice before allowing the 
partnership to elect section 743, even though it would be of benefit to 
the new transferee-partner ; although the section 743 election will 
not directly affect them, the companion section 734 election will. The 
partnership is even less likely to elect section 743, because the sec- 
tion 754 election applies to all distributions and transfers of in- 
tere *+s in all subsequent taxable years, unless the partners receive 
permission to revoke the section 754 election. 

H.R. 8300 as it left the House provided that the amount of the sec- 
tion 743 adjustment was to be allocated to partnership properties, 
other than money and accounts or notes receivable, ‘‘in proportion 
to their respective adjusted bases’’ or any other approved method. 
No adjustment was permitted to section 751 property.*** The Senate 
deleted the allocation rules of the House and inserted the rules 
which are presently found in section 755. The operation of section 
755, as it applies to transfers, will now be examined. 


(a) Classification of all partnership property into (1) capital as- 
sets and 1231(b) property, and (2) other property. The Code pro- 
vides that a section 743(b) basis adjustment arising from a transfer 
of an interest attributable to ‘‘ property consisting of—(1) capital 
assets and property described in section 1231(b), or (2) any other 
property of the partnership, shall be allocated to partnership prop- 
erty of a like character.’’ **° The reason for this classification is 
said *** to be that section 755 applies to distributions as well as 
transfers. A partnership possessing capital assets and inventory 
could distribute the capital assets in a distribution, which would re- 
sult in a section 734(b)(1) upward adjustment. The partnership 
would then increase the basis of the inventory as a result of adjust- 
ments attributable to capital assets were it not for the rule that the 
adjustment is to be made to that kind of property which gave rise to 
the necessity for an adjustment. This would reduce the eventual 


293 A transfer takes place if the partner’s interest is sold, exchanged, or passes by rea- 
son of his death so long as the transferree is not the partnership. 

294 H.R. 8300, 83d Cong., 2d Sess. § 743(c) and (e) (1954). 

295 I.R.C. § 755(a)(1) (1954). 

296 Hearings, note 249 supra, at 156. The requirement that the section 743 adjustment 
be allocated to the different classes of property was caused by the combining by the 
Senate of the election and allocation rules for the sections 743 and 734 adjustments. 
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ordinary gain by the distribution of capital assets were it not for the 
allocation rules of section 755. 

Section 755(a)(1) requires a reduction of the difference between 
the fair market value and the adjusted basis of partnership prop- 
erties. Therefore, the next step is to value all of the partnership as- 
sets so that their fair market values may be compared with their 
bases. Assume that the partnership has two machines. Machine A 
has a basis of 100 and a value of 200, and machine B has a basis of 
200 and a value of 100. It is not clear how the difference between 
basis and value is to be determined. The group of assets may be re- 
garded as a unit, or each could be considered separately. The group 
concept would give neither appreciation nor depreciation, while the 
separate asset concept would give both appreciation and deprecia- 
tion. Presumably, we look to the assets in groups.”*" 


(b) Increase or decrease of the basis of that class of property 
which gives rise to the adjustment in a manner which will reduce the 
difference between the basis and value of property within the group. 
Assume that ABC partnership has the following balance sheet: 


Assets Basis Value 
Investment Securities (capital asset) : 100 200 
Building used in trade (section 1231(b) property) 500 400 
Inventory (other property) 600 300 

1,200 900 


If A sold his interest in the partnership to D for 300, D’s basis for 
his interest is 300 and section 743 would require a downward ad- 
justment in the basis of the property in the amount of 100.7 The 
downward adjustment is attributed to the inventory only. There is 
no downward adjustment attributable to the building, because both 
the building and securities are considered to be the same class of 
property, and the depreciation in the building is cancelled by the ap- 
preciation of the securities.” If the adjustment were caused by both 
classes of property, the adjustment would be allocated to each class 


297 Although the Regulations under section 755 are silent on this point, Reg. Sec. 1.743- 
1(b) (1) Examples (1) and (2) (1956) refer to depreciable assets and do not sub-classify 
the assets. If some of the assets within the group have appreciated and some have de- 
preciated, or if they have appreciated or depreciated in different ratios, the adjustment 
will be allocated to the individual assets so that the difference between the basis and value 
of all assets is reduced. See Reg. Sec. 1.743-1(b) (2) (ii) Example (2) (1956), where only 
two of six rental properties have been adjusted. 

298 One hundred is the excess of D’s proportionate share of the adjusted basis of the 
partnership property, 400, over D’s basis of his interest in the partnership, 300. 

299 Reg. Sec. 1.755-1(c) Example (3) (1956). 
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in proportion to the total appreciation of both classes or total de- 
preciation of both classes.*” If the adjustment were caused by dif- 
ferent kinds of property within one class, the adjustment would be 
allocated to each kind of property in proportion to the total appre- 
ciation of all the kinds of property within the class or in proportion 
to the total depreciation of all the kinds of property within the 
class.°% 


(c) That part of the adjustment which cannot be made currently 
is held in abeyance until the partnership acquires property to which 
the unused portion may be applied. Section 755 adopts the general 
rule that no part of the adjustment may increase the difference be- 
tween the bases and values of property.*°” Thus, an upward adjust- 
ment may be made to property only if it has appreciated, and a 
downward adjustment may be made only if the property has depre- 
ciated. Although it is difficult to visualize property with a negative 
value, the statute specifically provides that the basis of no property 
will be reduced below zero.* The Regulations provide that no in- 
crease shall be made to the basis of any asset if its adjusted basis 
equals or exceeds its fair market value.*%* The Group proposes that 
this interpretation be codified.*” It is therefore possible that an ad- 
justment arising from a distribution under section 734 will not be 
possible, either because the partnership does not have the right class 
of property, or the remaining class of property has appreciated and 
a downward adjustment is required, or the property has depre- 
ciated and an upward adjustment is necessary. The abeyance rule is 
not applicable to section 743 adjustments because the property 
which gives rise to the adjustment remains in the partnership. 


300 Reg. Sec. 1.755-1(¢) Example (2) (1956). 

301 Reg. Sec. 1.755-1(c) Example (3) (1956). 

302 T.R.C. § 755(a) (1) (1954). 

308 I.R.C. § 755(b) (1954). 

304 Reg. Sec. 1.755-1(a) (1) (ii) (1956). 

305 H.R. 4460, 86th Cong., Ist Sess. § 783(b) (2) (1959) provides: ‘‘In applying the 
special allocation rules in paragraph (1), no account is to be taken of any decrease or in- 
crease otherwise required to the adjusted basis of partnership property to the extent such 
adjustment would decrease the adjusted basis of partnership properties below zero or in- 
crease the adjusted basis of such properties above their fair market values.’’ (italics 
added) The reference to paragraph (1) limits the application of paragraph (2) to dis- 
tributions. The reference should be to subsection (a). This error is probably harmless, for 
paragraph (2) is included by the effect of subsection (a), which requires the adjustment 
to reduce the difference between value and basis. Section 783(b) (2) of H.R. 9662, 86th 
Cong., 2d Sess. (1960), corrects this oversight. 
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2. Advisory Group’s recommendations 


The only change recommended by the group within section 743 is 
to permit the partnership to ignore the section 743 adjustment, even 
though a valid section 754 election were in effect, if the amount of 
such adjustment is less than $1,000.°°° The purpose is to ‘‘make it 
possible to hold the adjustments actually made, and the work en- 
tailed for the partnerships, to those limited cases where the adjust- 
ments are significant factors for the transferee partners.’’ ** The 
Treasury opposed this de minimis rule.*** It would seem that the 
proposed changes in sections 754 and 755 simplify the operation of 
the basis-adjusting rules sufficiently so that this de minimis rule is 
not necessary. 

The proposals regarding the amendments to sections 754 and 755 
modify the tax effects to the transferee-co-partner or third person 
much more than the recommendations regarding the section 743 ad- 
justment itself. The Advisory Group recommends discontinuance of 
the requirement that in order to elect either the section 734 or sec- 
tion 743 adjustment both must be elected.*” This proposal, if en- 
acted, would give partnerships an opportunity to make the basis- 
changing election without the attendant current disadvantages. 
However, since the election regarding adjustments following trans- 
fers of a partnership interest has been separated from the election 
regarding distributions, it would appear that the election regarding 
transfers should be made by the transferee and not by the partner- 
ship as is currently provided by the law. The effect of the election is 
to change the basis of the partnership’s property for the transferee- 
partner only. The only justification for the other partners’ power to 
overrule the decision of the transferee is that the election at present 
is a continuing one. However, the authors believe the section 743 
election should not be a continuing one but instead should be one 
which may be exercised or rejected by each transferee. 

The Regulations provide that the election ‘‘shall be made in a 
written statement filed with the partnership return for the first tax- 
able year to which the election applies.’’ *° The Group, in order to 
give the partnership more time to consider the effect of an election, 
proposes to extend the time for filing and withdrawing the election 


306 H.R. 4460, 86th Cong., 1st Sess. § 782(a) (1959). Section 782(a) of H.R. 9662, 
86th Cong., 2d Sess. (1960), makes the limitation mandatory rather than permissive. 

307 Hearings, note 249 supra, at 156. 

308 Hearings, note 249 supra, at 660 (David A. Lindsay, representing the Treasury). 

309 H.R. 4460, 86th Cong., 1st Sess. § 780 (1959). 

310 Reg. Sec, 1.754-1(b) (1956), 
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to three years after the due date of the partnership return.*" The 
Treasury appears justified in opposing these extensions.*"* The ef- 
fect of withdrawing an election may be prejudicial to a former trans- 
feree-partner who utilized the adjustment. So long as the election 
may be withdrawn by the partnership, the former transferee-part- 
ner may have no voice in preventing the reversal. The group offers 
little justification *** for keeping the status of the fise in doubt when 
basis adjustments may be sizable and for increasing the adminis- 
trative burden when tax liabilities are uncertain.*"* 

It has been shown that the purpose of the classification of all part- 
nership property into capital and section 1231 assets and other 
property in section 755 is to prevent abuses in the area of distribu- 
tions. Since the proposed change in section 754 would make it possi- 
ble for the partnership to elect to adjust bases after transfers with- 
out electing to do the same after distributions, if a partnership 
elects to adjust only after transfers, there is no need for the forced 
classification. The Advisory Group proposal would eliminate one 
area of uncertainty by eliminating the classification for transfer ad- 
justments.*® 

The Advisory Group proposal eliminates the provision which al- 
lows an adjustment to be held in abeyance if no adjustment can be 
made to partnership properties because ‘‘ Your advisory group be- 
lieves that this subsequent adjustment was little used in actual ap- 
plication and thus represented an unnecessary complication of the 
statute.’’ #46 It has been shown that there is no need to hold any ad- 
justment in abeyance as far as the section 743 adjustment is con- 
cerned ; the present abeyance rule affects only distributions. Due to 
the uncertainties of the distribution adjustment, it is believed that 


311 H.R. 4460, 86th Cong., Ist Sess. § 780 (1959). Section 780 of H.R. 9662, 86th Cong., 
2d Sess. (1960) gives the partnership one year from the due date of the adjustment year 
tax return within which to make or revoke either basis adjustment. 

312 See note 308 supra. 

313 Reg. See. 1.754-1(b) (1956) has been considered ‘‘ unnecessarily restrictive.’’ Hear- 
ings, note 249 supra, at 162. 

314 The following figures indicate the importance of finality as far as the Treasury is 
concerned : 











Number of Partnership Number of 
Fiscal Year Ended Returns Filed Partners Involved 
1954 959,000 2,371,000 
1956 1,028,000 


Hearings, note 249 supra, at 4. 

315 H.R. 4460, 86th Cong., 1st Sess. § 783(a) (1959). 

316 Hearings, note 249 supra, at 171. Section 783(b)(1) of H.R. 9662, 86th Cong., 2d 
Sess. (1960), does not adopt this proposal. 
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few partnerships have availed themselves of the basis-adjusting 
election, so that the view of the Advisory Group is probably well- 
founded.*"* 

In summary, the tax effects to the transferee under the Advisory 
Group proposals are similar to those under the 1954 Code. Unless 
an election is made, the basis of the partnership property does 
not change because of a transfer of an interest in a partnership. The 
amount of the adjustment remains the same, and if a partnership 
makes an election, it must continue to apply the rules of section 743 
to all transfers which might take place in subsequent years, subject 
only to a de minimis rule. The election to adjust basis after transfers 
is not dependent on the election to adjust basis after distributions. 
The election may be made or withdrawn until three years from the 
due date of the partnership return. The rules for the allocation of 
basis have been changed, so that all of the partnership properties 
need not be classified into capital and section 1231 assets, on the one 
hand, and other property, on the other. If an increase in basis is be- 
ing allocated, the Regulations will presumably provide that the ad- 
justment will be allocated to each kind of property in proportion to 
the total appreciation. If a decreasing adjustment is being allocated, 
the adjustment presumably will be allocated to each kind of prop- 
erty in proportion to the total depreciation of all kinds cf partner- 
ship properties. The elimination of the abeyance rules regarding ad- 
justments following distributions probably will work no hardship. 


C. Erect on THE ParTNERSHIP 


The partnership is not a party to a transfer which is governed by 
subpart C of subchapter K. It will therefore realize no gain or loss 
on the transfer of the interest in the partnership. Even if the part- 
nership does elect to make the optional adjustment, this adjustment 
will affect partnership property only with respect to the transferee- 
partner. 


XIII. Disproportionate DistripuTions 


A. BackcrounbD 


The purpose of section 751(a), the so-called collapsible provision, 
is to prevent the use of the sale of an interest in a partnership as a 
device for converting rights to income into capital gain. Such a con- 


317 This proposal was seriously questioned by the Chicago Bar Association and the 
American Institute of Certified Public Accountants. Hearings, note 249 supra, at 723, 744. 
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version can be accomplished if the transferor-partner sells his in- 
terest to the partnership and receives his compensation from the 
partnership. The policy decisions necessitating the collapsible rules 
are the same whether the transferee is a third person, a co-partner, 
or the partnership. The House recognized this fact. 

The House version of section 751(a) of H.R. 8300 *** applied to 
liquidating distributions as well as sales to co-partners or third 
persons. The subsection was entitled Gain or Loss to Seller or Dis- 
tributee. *® The subsection demanded fragmentation of the amount 
realized if the transferee-partner received property ‘‘in exchange”’ 
for his interest in the partnership attributable to section 751 assets. 
Any possibility that the term ‘‘exchange’’ did not include an ex- 
change with the partnership was shattered by the Committee Re- 
ports which provided, ‘‘The treatment thus provided upon the sale 
of an interest in income items is also extended to any distribution by 
the partnership to a partner which has the same effect as a sale of 
such ordinary income or loss items.’’ *° 

If the House version of section 751(a) provided collapsible treat- 
ment for liquidating distributions, why then was it necessary for the 
Senate to remove the reference to distributions from the caption of 
section 751(a) and to create section 751(b) which is entitled Certain 
Distributions Treated as Sales or Exchanges? Put aside for the 
moment the possible answer **' that the House provided section 751 
treatment for liquidating distributions only and that the Senate in- 
tended to apply section 751 treatment to current distributions as 
well. The reason is that the House version of section 751(a) pro- 
vided, ‘‘This subsection shall not apply to a distribution in kind of 
unrealized receivables ... or of inventory... .’’ **? This limitation 
was necessary presumably because, generally speaking, section 735 
provided ordinary income consequences when the distributed sec- 
tion 751 assets were later sold or exchanged. It was believed that it 
would not be proper to force a distributee to realize ordinary income 
on what to him was a capital asset on the receipt as well as the dis- 
position of such property.* 


318 H.R. 8300, 83d Cong., 2d Sess. § 751(a) (1954). 

319 Ibid. ; italics added. 

820 H.R. Rep. No. 1337, 83d Cong., 2d Sess. 71 (1954). 

3821 See discussion pp. 528-529 infra. 

322 H.R. 8300, 83d Cong., 2d Sess. § 751(a)(3)(A) (1954). 

823 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A234 (1954) states: ‘‘Paragraph (3) of 
subsection (a) provides that the rules of section 751 shall not apply to unrealized ac- 
counts receivable or fees, or inventory or stock in trade which are distributed in kind. 
Such distributions result in the realization of ordinary income or loss only upon the dis- 
position of such property by the distributee.’? Under the House bill, section 732 gave all 
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The House version of section 751(a) therefore provided collapsi- 
ble treatment for liquidating distributions, except if the property 
received by tue distributee was a section 751 asset. The American 
Bar Association warned the Senate Finance Committee of the re- 
sulting tax-avoidance possibilities, by depicting the partial liquida- 
tion of the ABC partnership.** A, B, and C were equal partners and 
each had a basis of 60 for his interest in the partnership. The assets 
were: 








Basis Value 
Cash 90 90 
Ranch 90 90 
Cattle (section 751 asset) —0— 90 
Total 180 270 


The tax consequences of distributing the appreciated inventory to 
A in retirement of his interest were (1) there would be no collapsi- 
ble treatment because the distributee received a section 751 asset, 
and (2) the realization of ordinary income had been shifted entirely 
to A. 

With words capable of moving the most reserved revenue legislat- 
ing body, the Bar Association charged the Committee : ** 


What a splendid opportunity for tax avoidance! A has a large ordinary 
loss in another transaction, so that it will cost him nothing to report the en- 
tire $90 ordinary income on sale of the cattle. B and C, who are in high tax 
brackets, pick up their gain, all of which is attributable to the cattle inven- 
tory, as capital gain. Furthermore, B and C can postpone the capital gain so 
long as they continue the BC partnership. 


The Senate amended the House bill and provided in section 751 
(b) that if a distributee-partner relinquishes his interest in section 
751 property for other property or if he relinquishes his interest in 
other property for section 751 property, such relinquishment will be 
considered a sale or exchange of the properties between the distri- 


distributed property a carried-over basis. Therefore, but for the exception in section 
751(a) (3), ordinary gain would have been realized twice. Section 732(e) (1954) excepts 
property received in a disproportionate distribution from the carried-over basis and 
therefore section 1012 (1954) gives such property a cost basis. The exception of section 
751(a)(3)(A) of H.R. 8300, therefore, was unnecessary in the 1954 Code as enacted, 
because although section 735 (1954) prescribes that the character of the gain on disposi- 
tion will be ordinary, no gain is realized on the disposition of the distributed section 751 
assets because of the cost basis. 

324 Hearings on H.R. 8300 Before the Senate Committee on Finance, 83d Cong., 2d Sess. 
475 (1954) (Supplemental Statement of American Bar Association). The gain recogni- 
tion and basis rules were changed in the Senate and therefore the figures cited by the 
American Bar Association are not proper under the 1954 Code. 

325 Id. at 476. 
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butee and the partnership. In effect, the Senate prevented the avoid- 
ance of the rules of section 751(a) by a distribution of section 751 
property to one partner. 

It must be remembered that section 751(a) as amended by the 
Senate does not apply to distributions; only section 751(b) applies 
to distributions. Since section 751(b) was superimposed on existing 
section 751(a) treatment, the earlier discussion concerning the def- 
inition of section 751 assets—unrealized receivables or inventory 
items which have appreciated substantially in value—is material 
here. 


B. AppricaBiuity or Section 751(s) 


The Regulations take the position that section 751(b) is applica- 
ble not only when a partner’s interest in the partnership is being re- 
tired or liquidated, but also, with one exception,*”* to most current 
distributions.*** Is this interpretation correct? It must be said in 
favor of the Regulations that the provisions of section 751(b) are 
broad enough to include within its ambit current as well as liquidat- 
ing distributions. However, as was previously noted, the terms of 
subpart C of subchapter K are broad enough to include sales of a 
partner’s interest to the partnership, and yet it was concluded that 
such was not the result. It may also be said in support of the Regula- 
tions that there is no definitive language in the Senate or the Con- 
ference Reports which limits section 751(b) to liquidating distribu- 
tions. By the same token, the provisions of the Senate and the Con- 
ference Reports do not explicitly apply collapsible treatment to cur- 
rent distributions. 

It is believed that the interpretation of the Regulations is incor- 
rect for four reasons. First, the events which preceded the adoption 
of section 751(b) by the Senate and the examples used in the Com- 
mittee Reports indicate that Congress did not intend the section to 
apply to current distributions. The American Bar Association ques- 
tioned the wisdom of prohibiting collapsible treatment when section 
751 property is distributed in a liquidating distribution. The Bar 
Association did not advocate that the Finance Committee apply col- 
lapsible treatment to other than liquidating distributions.**8 Second, 


326 Section 751(b) (1954) is not applicable to salary withdrawals (current drawings, 
advances against the partner’s distributive share, or a distribution which is a gift or pay- 
ment for services or for the use of capital) because these payments are not in exchange 
for relinquished property, but are payments for work performed or goods furnished. Reg. 
See. 1.751-1(b) (1) (ii) (1956). 

327 Reg. See. 1.751-1(b) (1) (i) (1956). 

828 The American Bar Association recommended to the Senate Finance Committee that 
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the example of the Finance Committee Report illustrating the oper- 
ation of section 751(b) does not depict a current distribution; we 
are advised of the tax consequences of a liquidating distribution.** 
Third, section 751(b) treats the relinquishment of certain property 
as a Sale or exchange between the distributee-partner and the part- 
nership. If the ABC partnership makes a distribution in liquidation 
of B’s interest, must B report his distributive share of the gain or 
loss that is realized by the partnership? The statute says no and 
states the relinquishment will be deemed a sale or exchange between 
the distributee and the partnership ‘‘(as constituted after the dis- 
tribution).’’ *° This parenthetical phrase indicates that Congress 
intended section 751(b) to apply only to liquidating distributions 
because a partnership is constituted the same before and after a cur- 
rent distribution. If it were intended that section 751(b) apply to 
current distributions, a term other than ‘‘constituted’’ would have 
been used. Fourth, the Conference Report explains the quoted par- 
enthetical clause thus : **1 

... The gain or loss to the partnership is attributable to the partnership as 
constituted after the distribution, 7.e., to the partners other than the dis- 
tributee. 

This wording is not equivocal and amounts to a direct declaration 
that before the section applies, the distributee-partner must cease 
to be a partner. 

The Conference Report *” states that section 751(b) is not in- 
tended to apply if the property received by the distributee does not 
exceed his proportionate share of such property. Unfortunately, the 
Report does not define ‘‘proportionate share.’’ Let us assume the 
AB partnership has section 751 property with a value of $100,000 
and other property with a value of $100,000. A’s share of partner- 
ship property is 70 per cent and B’s share is 30 per cent. If the part- 
nership distributes $70,000 of other property to A and $30,000 worth 


although the Association and American Law Institute Draft on this point is complicated, 
‘it should be adopted unless a simpler but equally satisfactory statutory formula ean be 
evolved.’’ Hearings, note 324 supra, at 477. The Draft referred to was discussed by 
several eminent members of the legal profession who concluded that ‘‘The sale, dissolu- 
tion, and retirement rules require special mandatory treatment in cases where the possible 
conversion of ordinary income into capital gain by means of a sale of a partnership in- 
terest or by disproportionate distributions in dissolution or retirement is of paramount 
significance.’’ (italics added) Jackson, Johnson, Surrey, and Warren, A Proposed Revi- 
sion of the Federal Income Tax Treatment of Partnerships and Partners—American Law 
Institute Draft, 9 Tax L. Rev. 109, 169, 187 (1954). 

329 §.Rep. No. 1622, 83d Cong., 2d Sess. 404 (1954). 

330 T.R.C. § 751(b) (1) (1954). 

331 H.R. Rep. No. 2543, 83d Cong., 2d Sess. 65 (1954) ; italies added. 

332 Ibid. . 
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of section 751 property to B, the partnership agreement could pro- 
vide that the distributee’s interest in section 751 property shall be 
reduced by a distribution *** of section 751 property to the extent of 
such distribution, and that the distributee’s interest in other prop- 
erty shall likewise be reduced by a distribution of other property. 
The partnership contract might be silent regarding a reduction in 
the interest of the type of property distributed, so that the distrib- 
utee’s interest in the class of property is not reduced. A summary 
of the effects of the two types of clauses would be: 





Section 751 Property Other Property 
Before distribution 
AB partnershiphas $100,000 $100,000 
A’s interest 70,000 70,000 
B’s interest 30,000 30,000 
After a distribution, 
if agreement requires 
the interests to be 
reduced, AB partner- 
ship has $ 70,000 $ 30,000 
A’s interest 70,000 —--= 
B’s interest —0— 30,000 
After a distribution, 
if agreement is silent, 
AB partnership has $ 70,000 $ 30,000 
A’s interest 49,000 (70 per cent of $70,000) 21,000 (70 per cent of $30,000) 
B’s interest 21,000 (30 per cent of $70,000) 9,000 (30 per cent of $30,000) 


The Regulations take the position that although the partners have 
received only their proportionate shares in the case where the in- 
terests were reduced, they have received more than their propor- 
tionate shares where the agreement is silent.*** The Regulations rea- 
son that since A had a 70 per cent interest in other property before 
the distribution and he still retains a 70 per cent interest in other 
property after he has received $70,000 of other property, his pro- 
portionate share of the distributed other property was only 70 per 
cent of the distribution or $49,000 (70 per cent of $70,000). There- 
fore, they reason that the difference between the amount received, 
$70,000, and his proportionate share, $49,000, is a disproportionate 
share, and this $21,000 is subject to the rules of section 751(b). In 
effect, the Regulations deem that A has constructively received 
$91,000 of other property: 

883 The contract would not have to provide for such a reduction if the distribution was 


for ‘‘salary.’’ See note 326 supra. 
384 Reg. Sec. 1.751—1(b) (1) (ii) (1956). 








rw Ww 
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Actual other property received $70,000 
Remaining other property in which A has an interest 21,000 
$91,000 


Since the $91,000 of other property exceeds A’s total share by 
$21,000, this amount is said to be a disproportionate distribution 
and subject to the rules of section 751(b).** 

This is an extension of the position of the Regulations that section 
751(b) applies to current distributions. Perhaps the reason the leg- 
islative history sheds no light on the proportionate share problem is 
that Congress did not intend the collapsible rules to apply to a cur- 
rent distribution. It should be noted that the Regulations’ broad ap- 
plication of the collapsible rules has the effect of making almost 
every current distribution run the gauntlet of the operational ruies 
of section 751(b).3** 

The mechanical operation of the disproportionate distribution 
section is, to say the very least, not uncomplicated. To force the use 
of section 751(b) every time a cash-basis law firm makes a ‘‘non- 
salary’’ distribution to its partners is less than appealing. Excellent 


335 Reg. See. 1.751-1(b) (1) (ii) (1956) provides that distributions in the nature of 
salary are immune from the disproportionate distribution rules. Reg. See. 1.761-1(c) 
(1956) provides: ‘‘For the purposes of subchapter K, a partnership agreement includes 
the original agreement and any modifications thereof agreed to by all the partners or 
adopted in any other manner provided by the partnership agreement. Such agreement or 
modifications can be oral or written. A partnership agreement may be modified with re- 
spect to a particular taxable year subsequent to the close of such taxable year, but not 
later than the date... prescribed by law for the filing of the partnership return.’’ Pre- 
sumably, if the partners desire to withdraw more than their share of the profits for the 
taxable year, they may amend the partnership contract after the close of the tax year and 
provide that for that year their ‘‘salary’’ will be increased to the amount desired to be 
withdrawn. This amendment to the partnership agreement should obviate the dispropor- 
tionate distribution rules. 

335a A most important paragraph is printed in the Report of the House Committee ac- 
eompanying H.R. 9662, 86th Cong., 2d Sess. (1960) (reprinted in CCH Fep. Tax Rep. 
(extra ed. 8, Feb. 9, 1960) ). This paragraph defines the scope of collapsible distributions: 

‘*Section 750(b) corresponds, with one exception, to section 751(b) (2) of present law. 
It sets forth the exceptions to section 750(a), adding to the exceptions of present law an 
exception to the effect that the rules of section 750(a) shall not apply to a distribution 
of a partner’s distributive share of the partnership income for the current year (includ- 
ing drawings and advances). Of course, section 750(a) does not apply to a distribution 
which is, in fact, a gift or payment for services or for the use of capital. In addition, 
section 750(b) (2), which exempts from the operation of section 750(a) those payments 
deseribed in section 776(a) made to a retiring partner or successor in interest of a de- 
ceased partner, does not preclude the recognition of income under section 61(a) by a 
partnership which uses appreciated property to discharge an obligation to make a section 
776(a) payment (which is not a partnership distribution) of a fixed amount to a retiring 
partner or deceased partner’s successor in interest.’’ 
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analyses have been written on the operation of section 751(b),*** and 
it is not the purpose of the authors to cover the area again. How- 
ever, the reason for the Advisory Group’s recommendation regard- 
ing section 751(b) cannot be appreciated without some familiarity 
with the examples in the Regulations on this subsection.*** 


336 Little, Partnership Distributions Under the Internal Revenue Code of 1954, 10 Tax 
L. REv. 335 (1955). 

337 Example (4) of Regulations section 1.751-1(g) (1956) illustrates the tax conse- 
quences when a partner receives an excess distribution of section 751 property and there 
is no identification of the property relinquished in the exchange. The following explana- 
tion will be much more meaningful if reference is made to the example in the Regulations. 
(It will be noted that the Example requires the application of parts of sections 701, 702, 
703, 704, 705, 731, 732, 733, 734, 736, 751, 752, 754, and 755.) 

At the time of the distribution the books of the ABC partnership show: 

















ASSETS LIABILITIES AND CAPITAL 
Adjusted Adjusted 
Basis Market Basis Market 
Per Books Value Per Books Value 
Cash $15,000 $ 15,000 Current liabilities $15,000 $ 15,000 
Accounts receivable 9,000 9,000 Mortgage payable 21,000 21,000 
(Inventory item) Capital: 
Inventory 21,000 30,000 A 20,000 25,000 
(Inventory item) B 20,000 25,000 
Depreciable property 42,000 48,000 C 20,000 25,000 
Land 9,000 9,000 
$96,000 $111,000 $96,000 $111,000 


C receives $5,000 cash and inventory with a fair market value of $20,000, which has an 
adjusted basis to the partnership of $14,000 in liquidation of his entire interest in the 
partnership. The partnership assumes C’s liabilities. The partners do not identify the 
other property which C relinquishes for his disproportionate share of inventory. 


I. Presence of section 751 property. Since the fair market value of all partnership in- 
ventory items, $39,000, exceeds 120 per cent of their $30,000 adjusted basis to the part- 
nership, and since the value of the inventory, $39,000, also exceeds ten per cent of the 
value of all property other than money, $9,600, the inventory items have substantially ap- 
preciated. 


II. The properties exchanged. The entire payment is a section 736(b) payment and is 
subject to section 751(b). 


A. C’s proportionate share of properties received: 


Cash $ 5,000 
True inventory 10,000 
$15,000 

B. C’s disproportionate share of properties received: 
True inventory $10,000 
Section 752 money 12,000 


$22,000 
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C. C has relinquished: 








Depreciable property $16,000 
Land 3,000 
| Accounts receivable 3,000 
$22,000 
D. C exchanged section 751 property for section 751 property: 
Appreciated inventory received $3,000 
Accounts receivable relinquished 3,000 
a 


E. C exchanged other property for other property: 


Section 752 money received $12,000 
Depreciable property and land relinquished 12,000 
a 


F. C exchanged other property for section 751 property: 
Appreciated inventory received worth $7,000 


Depreciable property and land relinquished. 


Of the total assets relinquished in the section 751(b) exchange, what was 
the value of the land relinquished? C relinquished $16,000 worth of depreciable 
property and $3,000 worth of land. Of this, $12,000 was relinquished for the see- 
tion 752 money received. The Regulations disregard the section 752 money ex- 
change or assume the section 751(b) exchange occurred first. Thus, the assets 
were relinquished in a ratio proportional to their total relinquished values as 


follows: 
Depreciable property : 
16/19 x $7,000 $5,895 
Land: 
3/19 « $7,000 $1,105 $7,000 





? 


III. Distributee partner’s tax consequences. 


A. The section 751(b) sale or exchange: 

1. C is deemed to have received the land worth $1,105 and depreciable property worth 
$5,895 in a current distribution. If all the land and depreciable property had been so 
distributed, the total section 732(a) (1) basis—the Regulations properly tell us to ignore 
section 732(a)(2)—would have been $51,000, and the value would have been $57,000. 
Thus, to find the basis of the land and depreciable property received, the computation is: 











Basis of other property received yin Basis of other property to partnership 
f.m.v. of other property received ie t.m.v. of other property to partnership 
x at $51,000 
$7,000 ~~ $57,000 
x —_ = of $7,000 
$57,000 
x = $ 6,263. 


2. C is deemed to have sold or exchanged this other property with a basis of $6,263 
for his disproportionate share of the inventory, which was worth $7,000, for a capital gain 


of $737. 
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B. The part of the distribution not under section 751(b): 

1. No gain is recognized under section 731(a) on the distribution of $5,000 cash, 
$12,000 liabilities assumed, and $13,000 appreciated inventory. 

2. C’s basis for his interest in the partnership, $32,000 (capital plus liabilities), is 
reduced under section 733(2) by the basis of the deemed distribution, $6,263, to $25,737. 

3. The appreciated inventory takes a section 732(b) and (c)(1) basis of $25,737. 
C’s basis for his interest in the partnership, minus $17,000, the amount of cash and sec- 
tion 752 money distributed, amounts to $8,737. To this is added the section 1012 tax cost 
of the section 751(b) sale, $7,000, for a total basis of $15,737, instead of the $14,000 basis 
of the property in the hands of the partnership. 


IV. Partnership’s tax consequences. 


A. The section 751(b) sale or exchange: 
1. The partnership consisting of the remaining partners has ordinary gain on the ex- 
change of $7,000 worth of inventory for $7,000 worth of other property as follows: 








Amount realized (value of the other property received) $7,000 
Basis of the inventory exchanged: 
Basis of inventory exchanged ____ Basis of all partnership’s inventory 
f.m.v. of inventory exchanged ~~ f.m.v. of all partnership’s inventory 
x __ $21,000 
$7,000 “~ $30,000 
x — £21,000 + 47,000 
$30,000 
z <= $4,900 





$2,100. 


2. The partnership is deemed to have distributed the land worth $1,105 and deprecia- 
ble property worth $5,895 in a current distribution (see II. E.). To determine the amount 
of the reduction of basis of each asset on the constructive distribution: 


Basis of portion of assets distributed Basis of all such assets to partnership 
f.m.v. of portion of assets distributed f.m.v. of all such assets to partnership 





Therefore, the basis of the depreciable property is reduced as follows: 








x _- $42,000 
$5,895 — $48,000 
9 
x a 947,000 00 95,895 
$48,000 
x = $ 5,158. 


The basis of the land is thus reduced as follows: 








x $9,000 
$1,105 ~ $9,000 

2+ 2 of $1,105 
$9,000 


x = $1,105. 
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3. The $7,000 worth of inventory was paid by the partnership to acquire C’s relin- 
quished interest in the other property. The $7,000 (section 1012 cost basis via tax inclu- 
sion) must be allocated to land and depreciable property as follows: 

Of the total assets relinquished by C in the section 751(b) exchange, what was the 
value of the depreciable property relinquished and what was the value of the land relin- 
quished? C relinquished $16,000 worth of depreciable property and $3,000 worth of land. 
Of this, $12,000 was relinquished for the section 752 money. The Regulations discount the 
section 752 money exchange or assume the section 751(b) exchange occurred first. The 
assets were relinquished in a ratio proportional to their total relinquished values: 


Depreciable Property: 


16/19 x $7,000 $5,895 
Lands: 
3/19 x $7,000 $1,105. 


4, The basis of the depreciable property is $42,000, the beginning basis, minus $5,158, 
the basis of the property in the constructive current distribution, plus $5,895, the section 
1012 cost basis, or $42,737. 

The basis of the land is $9,000, the beginning basis, minus $1,105, the basis of the 
property in the constructive current distribution, plus $1,105, the section 1012 cost basis, or 
$9,000. 


B. The part of the distribution not under section 751(b) : 


1. No gain or loss is recognized under section 731(b) on the distribution of $5,000 
cash, $12,000 liabilities assumed, and $13,000 appreciated inventory. 


2. Section 734(a) precludes the partnership from adjusting the basis of the remain- 
ing property unless a section 754 election is effective. If section 734(b) applies, there will 
be an adjustment only regarding the basis acquired by the constructive distribution and 
not regarding the basis acquired by the constructive sale or exchange, because section 
734(b) applies only to differences in bases caused by distributions. The basis to the part- 
nership of the $13,000 worth of inventory distributed was: 











Basis of the property distributed _—_ Basis of all such assets to the partnership 
f.m.v. of the property distributed ~  f.m.v. of all such assets to the partnership 
x  ___ $21,000 
$7,000 $30,000 
x = $21,000 + 97.000 
$30,000 
x = §$ 9,100. 


The basis of the inventory to the distributee-partner is $8,737 (see III. B. 3.). Pur- 
suant to section 755 the upward adjustment of $363, $9,100 minus $8,737, would be al- 
located entirely to the inventory. 


3. The basis for each of the remaining partner’s interests in the partnership is 
$20,000, capital, plus $12,000, original liabilities, plus $6,000, section 752 money paid, plus 
$1,050, section 705(a) (1) (A), or $39,050. 
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C. Apvisory Group’s ReEcoMMENDATIONS 


The Group ‘‘ proposed the complete elimination of section 751(b) 
feeling that its complexities overshadowed its significance as a rev- 
enue protector.’’ ** Some of the section’s complexities have been 
illustrated.*® It has also been shown that the section is a revenue 
protector because it prevents the shifting of ordinary income to 
low-bracket taxpayers. However, in order properly to evaluate the 
proposed repeal of section 751(b), the suggested changes in other 
sections which relate to section 751(b) must also be understood. 

Usually, the character of the gain or loss on the disposition of 
property is determined by applying the rules of section 1221 **° to 
such property. Section 735(a) **' causes ordinary gain or loss to re- 
sult even though section 1221 indicates that the property is a capital 
asset to the distributee, if such property is an inventory item held 
by the distributee-partner for less than five years or is an unrealized 
receivable regardless of how long it has been held. If ABC partner- 
ship distributes inventory items, whether or not they have substan- 
tially appreciated, to B and if B holds the inventory for at least five 
years, the gain realized by B on the sale or exchange of the inven- 
tory will be capital gain. It appears therefore that this is an oppor- 
tunity to convert ordinary income to capital gain. 

The above conclusion is erroneous for the following reasons. In 
the first place, it is doubtful that an individual would hold an inven- 
tory item in his individual capacity for five years in order to convert 
ordinary gain to capital gain. However, assume that the distributee- 
partner is willing to hold the invertory items and that at the end of 
the five-year period he is still a member of the partnership. It is not 
clear whether the Commissioner will impute the business of the 
partnership to the selling partner. The Regulations say only that 
the character of the gain which is realized after the five-year hold- 
ing period ‘‘shall be determined as of the date of such sale or ex- 
change by reference to the character of the assets in his hands at 
that date.’’ *** This character determination does not preclude the 
imputation of the partnership’s business to the continuing partner. 
Indeed, the failure so to impute would be contrary to the assump- 
~ 338 Hearings, note 249 supra, at 72 (Arthur B. Willis, chairman of the Advisory Group). 
Unfortunately H.R. 9662, 86th Cong., 2d Sess. (1960), rejects this proposal. 

339 See note 337 supra. 

340 I.R.C. § 1221 (1954) . 


341 LR.C. § 735(a) (1954). 
342 Reg. See. 1.735-1(a) (2) (1956). 











1960] PARTNER AND PARTNERSHIP TAXATION 537 


tions of the Advisory Group regarding proposed sections 702(b) 
and 751(c) (1). 

Even if it is assumed that no question will be raised regarding the 
imputation of the business of the partnership to the partner, or if 
the distribution is a liquidating distribution, nevertheless section 
735(a) does not permit the conversion of ordinary income to capital 
gain because of section 751(b). If the ABC partnership would dis- 
tribute in liquidation all of the inventory worth $10,000 to A and all 
of the other property worth $20,000 to B and C, a disproportionate 
distribution will have taken place and section 751(b) will be applica- 
ble. To this extent no conversion is possible, because section 751(b) 
requires the partnership to realize ordinary income on the construc- 
tive sale or exchange of the inventory. 

However, since the Advisory Group recommends the elimination 
of section 751(b), it would be theoretically possible to convert ordi- 
nary gain to capital gain were it not for the fact that the Advisory 
Group also recommends that those assets which would have been 
subject to section 751(b) but for its repeal would not be able to pro- 
duce capital gain. The Group therefore provided that gain or loss on 
the disposition by a distributee-partner of section 751 assets shall 
not be capital gain or loss.*** 

The other related section in which there is a proposed change is 
section 755. The explanation of Example (4) of the Regulations un- 
der section 751(b) indicated that a distribution of inventory ean re- 
sult in a section 734 adjustment which, under section 755, could be 
allocated to section 751 assets. This increase in basis in effect re- 
duces the amount of ordinary gain which is realizable by the part- 
nership. Even though the Advisory Group believed that no con- 
structive sale should be deemed to have occurred on a distribution, 
the Group insured that the same amount of ordinary gain will be 
realized as would be realized if there were no distribution. If a part- 
nership is allowed to adjust the basis of section 751 assets after a 
distribution, less ordinary gain will be realized on the subsequent 
disposition by the partnership. The Group therefore amends section 
755 so that no part of the section 734 adjustment can be made to 
property of the partnership that is a section 751 asset.** 


343 See discussion at pp. 508-509 supra. 

344 H.R. 4460, 86th Cong., 1st Sess. § 750 (1959) provides: 

‘<Gain or loss on the disposition by a distributee partner . . . of section 751 assets (ex- 
cept properly described in section 751(b)) shall be considered gain or loss from the sale 
or exchange of property other than a capital asset.’’ 

345 H.R. 4460, 86th Cong., Ist Sess. § 783(b) (1) (1959) provides: 

‘¢In applying the allocation rules provided in subsection (a), inereases or decreases in 
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The proposed changes in sections 735(a) and 755(b) do not con- 
sider section 1231(b) property to be ordinary income assets. If the 
total section 1231(b) property has appreciated, then it will not be 
section 751 property. Proposed changes in current section 751(c) (1) 
so state. If the total section 1231(b) property has depreciated, the 
proposed changes in current section 751(c) (2) state that such prop- 
erty will be section 751 property. The reason section 1231(b) prop- 
erty is not considered an ordinary income asset under any circum- 
stances is that the thrust of the proposed changes in current sec- 
tions 735(a) and 755(b) is to prevent the avoidance of ordinary 
gain. All section 1231(b) property can never produce ordinary gain. 

However, the proposed changes in current sections 735(a) and 
755(b) create an uncertainty regarding the nature of property 
which would be section 1231(b) property but for the fact that it is 
not held long enough. Both sections refer to ‘‘ property described in 
section 751(c)(2).’? The property described in section 751(c) (2) re- 
fers to ‘‘property described in 1231(b).’’ Property is section 1231 
(b) property only if it has been held six months or, in some cases, 
twelve months. Section 751(c)(3)(B) causes the holding period to 
be immaterial only ‘‘For purposes of the application of paragraphs 
(1) and (2).’’ The issue presented by the proposed changes in sec- 
tions 735(a) and 755(b) is whether the last quotation should be read 
‘‘For purposes of the application of paragraphs (1) and (2) in sec- 
tions 751, 735(a), and 755(b).’’ It is to be expected that sections 735 
(a) and 755(b) will be amended to‘include specifically the applica- 
tion of section 751(c) (3) (B).*** 

The Treasury strenuously opposes the repeal of section 751(b).**° 
It is said that partners are given significantly greater latitude to 
shift ordinary income from high to low-bracket partners. This ob- 
servation has merit only if significant numbers of low-bracket part- 
ners are willing to have ordinary income shifted to them. Generally, 
however, the interests of the partners will be sufficiently adverse, 
and hence the repeal of section 751(b) will not encourage significant 
shifting of income. It is true that this problem will be particularly 
acute in the area of family partnerships. Mr. Willis noted in his 
the adjusted basis of partnership property arising from a distribution attributable to prop- 
erty consisting of section 751 assets (other than property described in section 751(b) ) 


shall be made to partnership property other than such 751 assets.’’ 
845" Section 751(c)(2) of H.R. 9662, 86th Cong., 2d Sess. (1960), presents the same 


problem. 
346 Hearings, note 249 supra, at 657 (Jay Glasmann, representing the Treasury). 
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book *** and at the hearings *** that similar acute problems are pres- 
ent in section 704, where partners are authorized in effect to allocate 
the various types of income, gain, loss, deduction, or credit to any 
partner so long as the principal purpose of the allocation is not the 
avoidance or evasion of tax. The Group concludes, ‘‘We would 
rather see that sort of an in terrorem provision put in as a club 
against the misuse of the distribution area, and eliminate . . . the 
complexities that we have under present section 751(b).’’ *° Even 
though the Commissioner has not met with too much success in en- 
forcing similar language in section 129 of the 1939 Code,**® the pred- 
ecessor of section 269 in the 1954 Code, the authors believe that it 
would be better to risk the uncertainties of the effectiveness of an in 
terrorem clause than remain confronted by the definite and certain 
labyrinth presented by section 751(b) as it is currently interpreted. 
It is difficult to believe that such complicated rules can result in a 
fair administration of the law. 

The Treasury believes that repeal of section 751(b) will make it 
possible for partners to avoid ordinary income tax because upward 
adjustments can be made to the basis of depreciable assets of the 
partnership in connection with a distribution of section 751 assets. 
This observation is correct, because one of the proposed amend- 
ments to section 755 would allow allocation of the section 734 ad- 
justment to ‘‘property described in section 751(c) (2)’’ which may 
be depreciable property used in a trade or business. This is caused 
by the elimination of the two-classes of property determination in 
section 755.*°* It would appear that elimination of the two-class al- 


347 WILLIS, HANDBOOK OF PARTNERSHIP TAXATION 306 (1957), indicates the tax-avoid- 
ance possibilities of section 704(¢c) (1) (1954). 

348 Hearings, note 249 supra, at 73 (Arthur B. Willis, chairman of Advisory Group). 

349 Tbid. 

350 See T.V.D. Co., 27 T.C. 879 (1957) ; Alprosa Watch Corporation, 11 T.C. 240 (1948). 
But see Coastal Oil Storage Co., 25 T.C. 1304 (1956), aff’d and rev’d, 242 F.2d 396 (4th 
Cir. 1957) ; Elko Realty Co., 29 T.C. 1012 (1958), aff’d, 260 F.2d 949 (3d Cir. 1958) ; 
James Realty Co., 176 F.Supp. 306 (D. Minn. 1959). Indeed, since this article was sub- 
mitted for publication, it appears that the courts have put teeth into section 269. See 
Kirkpatrick, Section 269 of the 1954 Code—Its Present and Prospective Function in the 
Commissioner’s Arsenal, 15 Tax L. REv. 137 (1960). 

350° Section 783(b) (1) of H.R. 4460, 86th Cong., 1st Sess. (1959), eliminated the two- 
class property determination for distributions as well as transfers, Instead, it was pro- 
vided that increases or decreases in basis resulting from a distribution of 751 assets (other 
than net loss 1231(b) property) would be allocated to property other than such section 
751 assets. However, section 783(b)(1) of H.R. 9662, 86th Cong., 2d Sess. (1960), does 
not allow a stepped-up basis for section 1231(b) property resulting from a distribution 
of non-section 1231(b) property, because the new bill adopts the present classification of 
property into (1) capital assets and 1231(b) property and (2) other property. 
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location in the case of adjustments caused by distributions can cause 
an increase or decrease in the adjusted basis of depreciable property 
were other than depreciable property distributed. However, this ob- 
servation is not a valid argument against the repeal of section 751 
(b) ; rather, it indicates that the proposed change in section 755 re- 
garding adjustments after distributions should perhaps be amended. 
The Treasury’s final objection is that although there is fragmenta- 
tion of the gain in the case of a transfer of an interest in a partner- 
ship to the co-partners or a third person, the same is not true if the 
transfer is to the partnership. It has been observed that the repeal 
would ‘‘introduce new complexities into the law by providing tax 
treatment for partnership distributions in complete liquidation of a 
partner’s interest which differs from that accorded a sale of the part- 
ner’s interest.’’ **! The choice of the words ‘‘new complexities’’ was 
unfortunate when it is remembered that Example (4) of the Regula- 
tions involves a distribution in liquidation of a partner’s inter- 
est.**!* It is true that section 751(a) does not apply to distributions 
and that therefore transfers of interests might result in tax conse- 
quences different from those resulting from liquidations of interests. 

This is probably the reason that the American Bar Association 
does not propose the repeal of section 751(b), but urges instead that 
section 751(b) be made to apply only to distributions in liquidation 
of a partner’s interest in a partnership.** The Association position 
assumes that the interpretation of the Regulations that section 751 
now applies to current as well as liquidating distributions is correct. 
This assumption may not be well-founded.** The Association pro- 
posal does not bring the collapsible rules into play when only a part 
of a partner’s interest is retired.** Even under the Bar Associa- 
tion’s proposal, the tax treatment would differ, depending on 
whether the partner sold part of his interest to the partnership or 
sold part of his interest to the co-partners or a third person. 

It is suggested that the differing tax consequences of a liquidation 
of a partner’s interest and a transfer of the same interest are justi- 
fied because of the undesirability of the alternatives. The authors 


361 Hearings, note 249 supra, at 657 (Jay Glasmann, representing the Treasury). 

351a See note 337 supra. 

352 Hearings, note 249 supra, at 995 (legislative recommendations of ABA). 

353 See discussion pp. 528-529 supra. 

354 I.R.C. § 761(d) (1954) provides: ‘‘For purposes of this subchapter, the term ‘li- 
quidation of a partner’s interest’ means the termination of a partner’s entire interest in a 
partnership by means of a distribution, or a series of distributions, to the partner by the 
partnership.’’ (italics added) 
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believe that the Advisory Group’s proposal regarding section 751 
(b) should be adopted.**® 

There is a statement in the Advisory Group Report which is 
bound to create confusion should the Group’s recommendations be 
enacted : *¢ 


Despite the deletion of subsection (b) of present section 751, it is intended 
that the parties, by agreement, still would be permitted to accomplish the 
results obtained by . . . [subsection 751(b) ]. In other words, if the partners 
agree, a disproportionate distribution of cash by a partnership may be 
treated as first constituting a distribution of 751 assets, and then a sale of 
such assets to the partnership by the distributee for cash, with the result that 
ordinary income will be realized by the distributee partners and a step-up 
in basis will occur with respect to the 751 assets ‘‘purchased’’ by the part- 
nership. For this result to obtain, however, the records of the partners and 
partnership must indicate that the partnership in form made an initial dis- 
tribution of 751 assets and then that the distributee made a subsequent re- 
sale of these assets to the partnership. 


When will the records show that in form there was a distribution 
followed by a sale? Will the Commissioner be allowed to urge that 


355 The effect of the Advisory Group’s recommendations regarding section 751(b) can 
be best understood by comparing the present tax consequences with the proposed tax con- 
sequences if the ABC partnership made the same liquidating distribution to C that was 
made in Example (4) of the Regulations under section 751(b) (note 337 supra). 

I. Distributee-Partner’s tax consequences. The entire payment is a section 736(b) pay- 
ment because the partnership has no aeccruables or any other property which can give rise 
to a section 736(a) payment. 

A. The basis of the inventory to C is $32,000, capital plus liabilities, minus $17,000, 
cash and section 752 money, or $15,000, which cannot exceed $14,000 because of section 
732(¢) (1). 

B. € recognizes a $1,000 capital loss (section 731(a) (2)). 

Il. Partnership’s tax consequences. 

A. No gain or loss is recognized on the distribution (section 731(b) ). 

B. The basis of the remaining inventory is $7,000, or $21,000, the original basis, 
minus $14,000, the basis of the property distributed. 

C. There is a $1,000 proposed section 781(a) adjustment because C’s share of the ad- 
justed basis of partnership property which has been reduced as a result of the distribution 
is $20,000. This amount exceeds the adjusted basis to the partnership of the property dis- 
tributed, $19,000 ($5,000 for cash and $14,000 for the inventory), by $1,000. The de 
minimis rule is not applicable. Since a reduction in the basis of the non-section 751 assets 
(cash, depreciable property, and land) would increase the difference between the basis and 
values of the non-section 751 property, no adjustment is made under proposed section 783. 
Since adjustments are no longer held in abeyance, there will never be a $1,000 reduction in 
the basis of the partnership assets even if the partnership had elected the proposed section 
780 election. 

D. The basis of each of the remaining partners’ interests in the partnership is $38,000, 
the original contribution of $20,000, plus $12,000, which is each partner’s original share 
of the liabilities, plus $6,000, the share of C’s liabilities assumed. 

356 Hearings, note 249 supra, at 160. 
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the partners did agree to, and that the books show, such a transac- 
tion over the partnership’s protests? What will be the effects if the 
Committee Report does not approve or does not disapprove the 
above-quoted statement? It is urged that definite statements be 
made in the Committee Reports or in the proposed statute which ef- 
fectively disapprove the statement in the Group Report. 


XIV. Treatment or Lissiviries 


Section 704(d) provides that a partner’s distributive share of 
partnership losses shall be allowed to the extent of the adjusted 
basis of the partner’s interest in the partnership.*** Section 704(d) 
(2) in the House bill further provided that ‘‘if, however, a partner 
realizing a loss in excess of the basis of his interest is obligated to 
make a contribution to the partnership equal to the amount of such 
excess loss, then the entire loss shall be recognized by him.’’ *** Sec- 
tion 704(d) (2) was deleted by the Senate and therefore currently 
any loss in excess of the basis of a partner’s partnership interest is 
allowable only at the end of the partnership year in which the loss 
is repaid, either directly or out of future profits.*® 

Assume that the AB partnership suffers a 100 loss in 1959. If A 
and B each has a 25 adjusted basis for their interest in the partner- 
ship, each is allowed but 25 of the loss. If the AB partnership bor- 
rows 50, each partner’s adjusted basis is increased 25 because sec- 
tions 752 *° and 722 ** provide that a partner’s adjusted basis shall 
be increased by an amount equal to the increase in a partner’s share 
of liabilities of a partnership. Each partner would therefore be en- 
titled to deduct his entire 50 of the 1959 loss after the partnership 
borrows the money. However, if the partnership does not borrow 
funds and the partners are required to pay the partnership their 
distributive share of losses, and if they do not in fact pay, then each 
partner may not deduct 50 loss, but each is entitled to deduct only 25. 
When A and B do pay, each may deduct his remaining 25 loss. 

The Advisory Group believes that liabilities of the partners to the 
partnership should have the same consequences on the basis of a 
partner’s interest in the partnership as do liabilities of the partner- 
ship to a third party. The Group therefore proposes the amendment 
of section 752 so that a partner’s adjusted basis for his interest in 


357 I.R.C. § 704(d) (1954). 

358 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A224 (1954). 
359 §.Rep. No. 1622, 83d Cong., 2d Sess, 383 (1954). 

360 I.R.C, § 752(a) (1954). 

361 T.R.C, § 722 (1954). 














1960] PARTNER AND PARTNERSHIP TAXATION 543 


the partnership will be increased or decreased to the extent of any 
increase or decrease in a partner’s liability to the partnership.*** 
Proposed section 752 deems the increase or decrease to be a contri- 
bution or a distribution, and sections 722 and 733 require a contribu- 
tion to increase and a distribution to decrease a partner’s adjusted 
basis for his interest in the partnership. 

The Group proposal requires an increase in basis even though 
there is ‘‘no reasonable prospect of the partner repaying to the 
partnership his share of partnership capital consumed in the 
loss.’’ *°? This will give a partner an advantage over his counterpart 
shareholder in a pseudo-corporation. The shareholder must make 
actual payment before he may deduct a loss which exceeds his stock 
basis.°® 

The change in section 752 will have effects not only regarding the 
allowability of losses, but also whenever the adjusted basis of a 
partner’s interest in a partnership is in question, i.e., upon transfers 
of the interest on sale or exchange, or death, or upon distributions 
in liquidation. If the Advisory Group intended to change the rule 
only for the purpose of section 704, it should have adopted the ap- 
proach of section 704(d)(2) of the House bill as proposed in 1954. 


XV. Income 1n Respect or a DEcEDENT PartTNER 


A. BackerounD 


If A, a cash basis calendar year sole proprietor, sells merchandise 
or services for 100 on January 10, 1959, and dies on February 10, 
1959, before any payment has been made, the decedent’s last return 
for January 1, 1959 through February 10, 1959 will not include this 
100. The decedent’s estate reports the fair market value of this re- 
ceivable for estate tax purposes. When the receivable is paid to the 
decedent’s estate on March 10, 1959, the payment will constitute an 
item of income in respect of a decedent (hereinafter called ‘‘ section 
691 income’’). The entire payment will be income to the decedent’s 
estate even though the fair market value of the receivable which is 
the source of the payment has already been included in the dece- 
dent’s gross estate for estate tax purposes. A deduction is allowed 
on the estate’s income tax return for that portion of the estate tax 
imposed on the decedent’s estate which is attributable to the inclu- 


361° H.R. 9662, 86th Cong., 2d Sess. (1960), does not adopt this proposal. 

362 Hearings, note 229 supra, pt. 2, at 2187 (Herbert B. Story, representing Advisory 
Group). 

363 T.R.C. § 1374(e) (2) (A) (1954). 
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sion in the decedent’s estate tax return of the right to receive the 
100. 

When a sole proprietorship is involved, it is clear that the prop- 
erty which passes to the estate is the receivable itself. However, if 
A is a partner in the ABC partnership and A’s share of a receiva- 
ble, the only asset of the partnership, is worth 300, it is not clear 
whether the property which passes to the estate is A’s share of the 
specific assets of the partnership or A’s intangible right in the part- 
nership as an entity. If the property which passes is A’s share of 
the individual assets, payment therefor is section 691 income. If the 
property which passes is A’s intangible right in the partnership, 
then payment therefor is not section 691 income. 

Once more the conflict between the aggregate and entity theories 
is apparent. The Uniform Partnership Act adopts the entity theory 
and provides that the property that passes to the estate of A is not 
his share of the individual assets but is his intangible interest in the 
partnership.*** However, the 1954 Code seeks to avoid the effects of 
the entity theory in the area of section 691 income. Even though the 
property which passes by reason of the partner’s death is an in- 
terest in the partnership, this property may not receive the section 
1014(a) basis, which is the fair market value of the property at the 
date of death or alternate valuation date. This is true because if the 
terms of section 753 apply, even though the property will otherwise 
satisfy section 1014(a), the property will be denied a section 1014 
(a) basis because section 1014(c) provides that section 1014(a) does 
not apply to section 691 income. 

Section 753 provides, ‘‘The amount includible in the gross income 
of a successor in interest of a deceased partner under section 736(a) 
shall be considered income in respect of a decedent under section 
691.’’ 8 The italicized words appear to say that the exception to 
section 1014(a) will apply only if section 736(a) applies. Generally 
speaking, section 736(a) applies only if the successor in interest of 
the deceased partner (1) receives a payment from the partnership, 
(2) which liquidates the deceased partner’s interest in (3) unreal- 


364 UNIFORM PARTNERSHIP AcT § 25 (1914) provides: 

‘¢(1) A partner is co-owner with his partners of specific partnership property holding 
as a tenant in partnership. 

‘€(2) The incidents of this tenancy are such that: ... 

‘¢(d) On the death of a partner his right in specific partnership property vests in the 
surviving partner or partners, except where the deceased was the last surviving partner, 
when his right in such property vests in his legal representatives. Such surviving partner or 
partners, or the legal representative of the last surviving partner, has no right to possess 
the partnership property for any but a partnership purpose.’’ 

365 I.R.C. § 753 (1954) ; italics added. 
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ized receivables or good will of the partnership to the extent that the 
partnership agreement does not provide for a payment with respect 
to good will. Section 736(a) does not apply if the successor in in- 
terest transfers the interest to a third person or to the surviving 
partners in their individual capacities and they make the payments. 
Such a transfer is governed by the sections in subpart C of sub- 
chapter K and not by section 736 which is in subpart B of subchapter 
K. Also, section 736(a) does not apply to payments made by the 
partnership which do not liquidate the deceased partner’s interest. 
For example, assume that the estate transfers the deceased part- 
ner’s interest in the partnership to the decedent’s son, who there- 
upon becomes a partner in the partnership. When the partnership 
subsequently makes payments to the son, these payments are not in 
liquidation of the father’s interest ; they are payments to the son in 
his own right for his share of partnership earnings. 

Therefore, if we have non-section 736(a) payments, it would seem 
that the general rule of section 1014(a) would apply. This would 
mean that no ordinary income will be realized when money is re- 
ceived for a decedent’s interest in property which, if held by an in- 
dividual, would have produced section 691 income.*® 

This logic does not satisfy the Commissioner. The Regulations ** 
state, without giving any reason therefor, that the basis of a part- 
nership interest acquired from a decedent is reduced to the extent 
that the value of the interest is attributable to items constituting in- 
come in respect of a decedent. The Regulations take the position 
that even though no payments are made pursuant to section 736(a), 
the basis of the decedent’s interest in the partnership which passes 
to his successor in interest will be reduced to the extent that the 
partnership has assets which would produce income in respect of a 
decedent were the assets held by an individual. 

The Commissioner will probably urge two theories to justify the 
position of the Regulations. First, he will probably argue that sec- 
tion 1014(c) and not section 1014(a) applies because the Uniform 
Partnership Act does not operate to create an obvious tax loophole. 
Therefore, for purposes of tax law, the property that passes on the 
death of a partner, at least to the extent that some of the assets are 
unrealized receivables, is the decedent partner’s share of those as- 


366 WILLIS, HANDBOOK OF PARTNERSHIP TAXATION 391 (1957), asserts that section 753 
may have no effect even on section 736(a) payments made to the estate or successor in 
interest of the decedent partner if such payments had been preceded by a section 743(b) 
basis adjustment. This assumes that a section 743(b) adjustment may be made in spite 
of the letter and spirit of section 753. 

367 Reg. Sec. 1.742-1 (1956). 
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sets. In effect, he will be arguing that the aggregate concept is ap- 
plicable to this limited extent in spite of the fact that the Uniform 
Partnership Act provides otherwise. This argument has at least a 
fair chance of succeeding with the Tax Court and the Courts of Ap- 
peals for the Third and Ninth Circuits. These courts abandoned the 
entity concept when a partner sold his interest in a partnership 
which had some unrealized receivables as assets.*** The courts ap- 
plied the aggregate concept even though the Uniform Partnership 
Act declares that a partner may not assign his interest in specific 
property. They may just as easily apply the aggregate concept not- 
withstanding that the Uniform Partnership Act declares that the 
successor in interest does not acquire his decedent’s interest in spe- 
cific partnership assets.*” 

Assuming that the courts will not disregard the Uniform Partner- 
ship Act, the Commissioner will still have one more string to his 
bow. He will probably urge that section 753 is meant to apply to non- 
section 736(a) payments so long as the payments are attributable 
to the kind of assets to which section 736(a) applies. This argument 
may not succeed, because section 753 in the House version of H.R. 
8300 attempted to codify this argument : *”° 

The amount includible in the gross income of a successor in interest of a 
deceased partner which is attributable to the decedent’s interest in unreal- 
ized receivables or fees of the partnership shall be considered income in re- 
spect of a decedent under section 691. 

The italicized words were deleted by the Senate and were replaced 
by ‘‘under section 736(a).’’ 

At first glance, it appears that the Senate specifically rejected the 
argument that in determining whether section 753 applies it is 
proper to look outside the strict rules of section 736(a). However, 
the legislative history shows that the reason for the change in sec- 
tion 753 was that the Senate intended to broaden that section to in- 
clude not only payments attributable to unrealized receivables, but 
also to good will which had not been provided for, and any other as- 
set which might give rise to a section 736(a) payment, such as mu- 
tual insurance. The Senate Report is clear that the change in sec- 
tion 753 did not intend to restrict its application to section 736(a) 
payments : °7 


The estate or heir of a deceased partner will also be treated as receiving 
income in respect of a decedent to the extent that amounts are paid to him by 


368 See note 209 supra. 

369 See note 364 supra. 

370 H.R. 8300, 83d Cong., 2d Sess. § 753 (1954) ; italics added. 

371 §.REp. No. 1622, 83d Cong., 2d Sess., 406 (1954) ; italics added. 
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an outsider in exchange for his inherent interest in the partnership attribut- 
able to the value of the decedent’s interest in partnership receivables or for 
his right to future payments by the partnership. 

The issue to be resolved is whether the language of section 753 as 
enacted will be tortured to give effect to the above-quoted paragraph 
of the Committee Report. 


B. Proposep CHANGE 


The Advisory Group precludes any possible avoidance in the fu- 
ture by codifying the language of the House version of section 753 
and the Senate Report quoted above. Proposed section 777(b)*” 
provides ‘‘ Amounts includible in the gross income of a successor in 
interest of a deceased partner which are attributable to the dece- 
dent’s interest in partnership income of the type described in sec- 
tion 776(b)(2)(A) or (B) shall be considered income in respect of 
a decedent for purposes of section 691.’’ 

Good will which has not been provided for and mutual insurance 
can give rise to income in respect of a decedent only if the payments 
are made by the partnership. If payments are made by a third per- 
son for the decedent’s interest in a partnership which has these as- 
sets, proposed section 776(b) (2) (A) is not applicable because these 
assets are not ‘‘accruables.’’ Proposed section 777(b) applies only 
to ‘‘income of the type described in section 776(b) (2)(A)....’? Only 
proposed section 777(c) could possibly apply, and it does not apply 
because payments made by a third person are not ‘‘amounts includi- 
ble under section 776(a).’’ 97" 

Proposed section 777 (c) ** states that the proposed section 776(a) 
payment will be section 691 income only to the extent of the fair 
market value of the proposed section 776(a) payment at the date of 
death or alternate valuation date. ‘‘This is intended to assure that 
such amounts are properly discounted so that only their present 
value at the valuation date, and not the ultimate amount received or 
expected to be received, is included in the gross estate and eligible 
for section 691 treatment.’’ *™* 

Proposed section 777(d)** states the general rule that the basis 


272 H.R. 4460, 86th Cong., Ist Sess. § 777(b) (1959). 

3728 Although H.R. 9662, 86th Cong., 2d Sess. (1960), has rejected the Advisory Group’s 
concept of accruables and has modified the subsection numbers, the conclusions in this 
paragraph are also valid under the provisions of H.R. 9662. 

373 H.R. 4460, 86th Cong., Ist Sess. § 777(¢) (1959). 

374 Hearings, note 249 supra, at 167. Section 691(e) (2) of H.R. 9662, 86th Cong., 2d 
Sess. (1960), apparently rejects this proposal. 

375 H.R, 4460, 86th Cong., Ist Sess. § 777(d) (1959). 
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of an interest in a partnership acquired from a deceased partner is 
the section 1014(a) basis. The exception to this rule is that amounts 
attributable to accruables and amounts includible under proposed 
section 776(a) will not acquire a section 1014(a) basis, but pursuant 
to sections 1014(¢) and 691 will acquire a zero basis. 

The Group adopts the position of the Regulations *”* when it pro- 
vides in proposed section 777 (a) *’ that if the partnership’s taxable 
year does not end with the death of the partner, the full amount of 
the deceased partner’s distributive share for the period up to the 
date of his death is to be treated as section 691 income and is taxable 
to his successor. Since proposed section 777(d) does not refer to 
proposed section 777(a) as a section to which section 1014(a) shall 
not apply, the undrawn amount of the decedent’s distributive share 
acquires a section 1014(a) basis. This result is intended *** so that 
the partner’s successor in interest may acquire a proposed section 
782 upward adjustment for the amount of the undrawn distributive 
share. 


XVI. MisceLLaNngous 


Section 761(a)* defines a partnership. However, two types of 
unincorporated organizations which do satisfy the partnership def- 
inition may elect not to be subject to the rules of all or a part of sub- 
chapter K if all the members of the organization so elect. In effect, 
these special types of businesses may elect to be governed by the tax 
rules that govern sole proprietorships. 

The basic problems presented by this section include: 

A. Is the particular organization an organization ‘‘availed of for 
investment purposes only and not for the active conduct of a busi- 
ness’’ **° or an organization ‘‘availed of for the joint production, ex- 
traction, or use of property but not for the purpose of selling serv- 
ices or property produced or extracted’’? *** 

B. If the particular organization is availed of for the proper pur- 
poses, may the income of the members of the organization be ‘‘ade- 
quately determined without the computation of the partnership tax- 
able income’’? °°? 

376 Reg. See. 1.753-1(b) (1956). 
377 H.R. 4460, 86th Cong., Ist Sess. § 777(a) (1959). 


378 Hearings, note 249 supra, at 167. Presumably this result would not oceur under the 
present wording of H.R. 9662, 86th Cong., 2d Sess. (1960), technical amendment to section 
1014(¢) (2). 

379 L.R.C. § 761(a) (1954). 

380 .R.C. § 761(a)(1) (1954). 

381 I.R.C. § 761(a) (2) (1954). 

382 T.R,C. § 761(a) (1954). 
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C. Since the Secretary or his delegate may exclude a proper or- 
ganization ‘‘from the application of all or a part’’ of subchapter K, 
which parts of subchapter K cannot be avoided by an election? 

D. What will constitute a valid election? 

Neither these problems nor the proposals of the Advisory Group 
concerning this section will be analyzed here. This is not intended to 
imply that the section or the changes are unimportant. However, it 
is believed that since the section, aside from the very important def- 
inition of a partnership, has a rather limited area of application, a 
very brief discussion of the proposed changes will suffice for our 
purposes.** 

The Advisory Group proposes that these special organizations 
not be subject to the partnership provisions unless they elect to be 
treated as a partnership or to be excluded from the application of 
any part of subchapter K to the extent provided by the Regulations. 
The election therefore is changed from an election-out to an election- 
in.*8%* The Group further eliminates the requirement that the in- 
come of the members be adequately determinable without the com- 
putation of partnership taxable income.***” Instead, the electing 
partnership ‘‘shall file such information with respect to the nature 
of its operations and the identity of its members as shall be required 
position was raised to its adoption, the annexed Appendix setting 
gate. 99 384 

The Group considers the rearrangement of subchapter K to be 
one of its most important recommendations. The rearrangement is 
intended to simplify the structure of subchapter K, make it easier to 
understand, and facilitate its application, particularly in the case of 
the small partnership.*® It may be that the Group will be proved 
correct. The authors doubt that the rearrangement itself will sim- 
plify subchapter K for those who are required to read the sections. 
However, since the Group strongly recommends the adoption of the 
proposed rearrangement of subchapter K, and since very little op- 
position was raised to its adoption, the annexed appendix setting 
forth Tables correlating existing sections to proposed sections, and 
vice versa, will probably be useful. 

388 For a fine discussion of some of the theories and problems in connection with section 
761(a), see Taubman, Oil and Gas Partnerships and Section 761(a), 12 Tax L. Rev. 49 
(1956). Section 761 was discussed at Hearings, note 249 supra, at 82, 667, 978, 982, 1000, 
and 1004. 

383" H.R. 9662, 86th Cong., 2d Sess. (1960), does not adopt this proposal. 

383> H.R. 9662, 86th Cong., 2d Sess. (1960), does not adopt this proposal. 


384 H.R. 4460, 86th Cong., Ist Sess. § 788(a) (4) (1959). 
385 Hearings, note 249 supra, at 43 (Arthur B. Willis, chairman of Advisory Group). 
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